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SBA  FISCAL  YEAR  1997  BUDGET 


WEDNESDAY,  MARCH  21,  1996 

House  of  Representatives, 
Committee  on  Small  Business, 

Washington,  DC. 

The  Committee  met,  pursuant  to  notice,  at  10  a.m.,  in  room 
2359,  Rayburn  House  Office  Building,  Hon.  Jan  Meyers,  (Chair  of 
the  Committee)  presiding. 

Chair  Meyers.  Good  morning. 

Today  the  Committee  on  Small  Business  will  receive  testimony 
on  the  President's  fiscal  year  1997  Budget  proposal  for  the  Small 
Business  Administration.  In  addition,  I  have  asked  the  witnesses 
to  comment  on  the  SBA's  regulatory  streamlining  project. 

The  Committee  is  very  pleased  to  have  Administrator  Lader  with 
us  to  lead  off  the  testimony  this  morning.  We  will  also  be  hearing 
from  three  of  SBA's  resource  partners  from  our  major  capital  and 
financing  programs,  the  7(a),  504,  and  SBIC  Programs. 

As  Administrator  Lader  has  previously  testified  before  this  Com- 
mittee, the  SBA  is  really  a  public/private  partnership  in  delivering 
services  to  the  small-business  community,  and,  therefore,  I  find  it 
highly  appropriate  that  those  partners  join  the  Administrator  at 
the  table  today  to  have  a  dialogue  on  the  President's  proposal  for 
the  SBA. 

The  Administration's  budget  proposal  for  the  SBA  requests  a 
budget-authority  level  of  $808  million  in  fiscal  year  1997,  as  com- 
pared to  an  estimated  funding  level  of  $590  million  in  fiscal  year 
1996,  not  counting  supplemental  appropriations  that  may  be  need- 
ed for  disasters  this  spring.  This  proposal  represents  an  increase 
of  approximately  37  percent  from  current  funding.  This  is  a  dra- 
matic departure  from  the  SBA's  reinvention  proposal  for  fiscal  year 
1996,  which  called  for  a  dramatic  $220  million  cut  in  the  Agency. 
It  seems  to  me  that  the  Administration  is  suddenly  reversing 
course  on  their  commitment  to  streamlining  Government  and  re- 
ducing Federal  spending. 

Obviously,  much  of  the  funding  increase  that  the  President  is 
proposing  for  the  SBA  is  to  continue  the  7(a)  Program  at  increased 
levels  without  proposing  legislative  changes  to  reduce  the  newly 
projected  subsidy  rate  of  2.68  percent.  The  Administration's  solu- 
tion is  simply  to  ask  for  more  money.  Perhaps,  this  Administration 
has  lost  sight  of  the  number  one  goal  of  this  Congress,  and  that 
is,  to  balance  the  budget.  We  will  never  get  there  from  here  with 
37  percent  increases  from  one  year  to  the  next. 

Furthermore,  as  a  strong  supporter  of  small  business  and  of  the 
SBA,  I  am  astonished  at  the  sketchy  and  illogical  explanations  that 
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the  Administration  has  provided  as  the  rational  for  skyrocketing 
subsidy  rates  for  the  7(a)  and  504  Loan  Programs.  We  have  been 
told  that  recovery  rates  on  liquidated  loans  are  lower  than  pre- 
viously projected.  We  have  been  told  in  staff  briefings  that  the  de- 
fault rate,  at  least  in  the  7(a)  Program,  has  remained  pretty  con- 
stant to  historical  estimates.  The  Administrator  states  in  his  testi- 
mony that  the  performance  of  the  portfolio  is  improving  and  has 
improved  since  the  Clinton  Administration  assumed  leadership  of 
the  SBA.  Now,  how  can  all  three  of  those  things  possibly  be  true? 

If  the  portfolio  performance  is  improving,  then  why  is  the  sub- 
sidy rate  so  much  higher?  If  the  previous  estimates  of  factors  or  if 
the  default  rate  and  recovery  rates  were  off,  why  has  it  taken  this 
Administration  3  years  to  discover  this  information,  and  why  have 
we  not  known  about  it? 

We  have  been  talking  off  and  on  with  0MB  and  SBA  about  the 
subsidy  rate  for  the  past  year,  and  nobody  indicated  to  us,  until 
last  Monday  night,  that  the  subsidy  rates  were  going  to  be  so 
sharply  up  from  our  estimate  of  last  year.  Are  the  management  in- 
formation systems  at  the  Agency  so  poor  that  they  do  not  have  any 
idea  on  an  immediate  and  ongoing  basis  how  their  programs  are 
performing? 

If  the  SBA  has  known  for  some  time  that  program  performance 
is  off,  as  evidenced  by  higher  default  and  lower  recovery  rates,  then 
why  have  they  not  come  forward  sooner  to  work  with  Congress  to- 
ward some  solution  of  this  problems?  Why  has  the  Agency  not  com- 
municated more  directly  with  its  resource  partners  about  these 
problems? 

I  must  say  that  I  am  very  disappointed  in  the  Administration's 
proposal.  Clearly,  the  SBA  is  not  able  to  manage  everything  on  its 
plate  in  such  a  way  that  problems  are  identified  early  and  imme- 
diate steps  taken  to  rectify  these  problems. 

Nonetheless,  this  Administration  refuses  to  make  the  tough 
choices  and  suggest  some  program  eliminations  that  would  help 
focus  limited  resources  on  stellar  program  delivery.  This  proposal 
is  a  step  backward  in  the  process  of  streamlining  and  improving 
the  SBA  and  the  quality  of  its  assistance  to  small  business.  The 
SBA  needs  to  let  go  of  the  past  and  look  to  the  future,  which  I  be- 
lieve should  be  a  greater  reliance  on  the  private  sector  to  perform 
program  duties  that  the  Agency  cannot  do  efficiently. 

At  this  time,  I  recognize  the  distinguished  ranking  member,  Mr. 
LaFalce  for  an  opening  statement. 

[Chairwoman  Meyers'  statement  may  be  found  in  the  appendix.] 

Mr.  LaFalce.  Well,  thank  you  very  much.  Madam  Chair. 

You  see,  Phil,  you  thought  I  was  tough  with  you. 

Chair  Meyers.  I  am  smiling. 

Mr.  LaFalce.  I  want  to  congratulate  Chairperson  Meyers  for 
convening  this  hearing  so  promptly  after  the  submission  of  the  Ad- 
ministration's budget  request  for  fiscal  year  1997.  I  think  that  hav- 
ing a  hearing  within  2  days  of  the  submission  must  set  a  record. 
I  am  not  sure  about  that.  In  any  event,  it  certainly  makes  our  in- 
quiry very,  very  timely. 

I  want  to  welcome  not  only  Administrator  Lader,  Patricia  Forbes, 
and  Greg  Walter  from  SBA,  but  all  the  other  panelists,  too,  some 
of  whom  I  have  known  from  my  Congressional  career,  and  one  of 


whom  I  went  to  law  school  with  at  Villanova  University  School  of 
Law  in  the  golden  era  of  the  early  1960's — Ray. 

Chair  Meyers.  Never  admit  it. 

Mr.  LaFalce.  Ray  it  is  always  a  pleasure  to  see  a  classmate. 

Mr.  Rafferty.  Thank  you. 

Mr.  LaFalce.  Thank  you.  I  am  very  pleased  that  President  Clin- 
ton has  continued  and  wants  to  enhance  his  support  for  programs 
to  assist  the  small  business  community.  I  think  the  most  important 
job  of  this  Congress,  perhaps,  is  to  achieve  sustainable  economic 
growth. 

If  we  can  create  sustainable  economic  growth  that  would  be  the 
greatest  economic  goal  we  could  achieve  for  the  future  of  our  chil- 
dren. I  am  also  very  pleased  that  SBA  is  not  proposing  new  loans 
fees,  additional  loan  fees,  in  order  to  stretch  funding  levels.  There 
will  be  some  new  fees  under  the  SBIC  program,  but  I  understand 
that  the  SBIC  community  understands  the  necessity  and  desirabil- 
ity of  that. 

I,  too,  am  concerned  that  the  increase  in  losses  under  the  two 
major  business  loan  programs  this  early  is  a  reversal  of  the  discus- 
sions of  last  year  when  we  imposed  fees  and  reduced  guarantees 
in  order  to  reduce  the  subsidy  rates.  Of  course,  we  did  that  on  the 
basis  of  the  facts  as  we  understood  them  at  the  time. 

To  quote  that  great  Republican  leader  Abraham  Lincoln,  he  said, 
"I  will  always  adopt  new  views  when  they  appear  to  me  to  be  true 
views." 

If  we  have  a  better  appreciation  of  the  facts,  it  seems  to  me  what 
we  must  do  is  be  willing  to  adopt  new  views  if  the  facts  call  for 
it.  In  1995,  the  subsidy  rate  or  cost  of  7(a)  loans  was  2.74  percent. 
We  reduced  this  to  slightly  more  than  1  percent.  This  was  an  effort 
"to  do  more  with  less,"  something  I  was  very  concerned  about.  I 
was  concerned  about  that  phrase. 

Now  we  are  advised  that  the  information  on  which  we  were  mak- 
ing those  judgments  was  erroneous.  The  losses  were  more  than 
anyone  ever  knew,  and  that  the  new  rate  will  be  2.68  percent,  an 
increase  of  more  than  150  percent.  The  situation  with  the  504  or 
the  certified  development  company  program  is  even  worse. 

In  1995,  the  subsidy  rate  was  about  Vb  of  1  percent.  We  imposed 
a  fee,  Vs  of  1  percent,  which  we  were  advised  would  make  the  pro- 
gram self-sufficient.  The  subsidy  rate  was  to  have  been  zero. 

The  new  information  presented  to  us  indicates  that  the  subsidy 
rate  will  be  6.85  percent,  unless  we  unprivatize  the  program  and 
fund  it  by  direct  appropriations,  instead  of  continuing  the  method 
of  selling  SBA  guaranteed  debentures  to  private  investors,  a  meth- 
od I  had  been  advised  was  and  remains  highly  successful. 

Absent  other  changes,  these  two  increases  alone  in  subsidy  rates 
will  cost  $360  million  in  1997.  This  is  not  an  inconsequential 
amount,  particularly  for  an  Agency  whose  current  budget  is  $715 
million  including  disaster  lending,  a  function  which  obviously  can- 
not be  curtailed  in  order  to  support  business  loans. 

Now  I,  too,  as  well  as  the  Chairwoman,  am  concerned  about  all 
of  this  news.  We  need  to  closely  examine  what  happened  and  what 
we  will  do  to  correct  it  or  adjust  to  it.  I  am  sure  that  we  will  adjust 
to  it.  I  expect  that  will  constitute  a  major  effort  on  our  Committee's 
part  in  the  immediate  future. 


The  new  information  is  clearly  a  major  concern  for  all.  I  am  con- 
fident, however,  that  a  concerted  effort  by  the  Administrator  and 
his  staff  accompanied  with  bipartisan  cooperation  from  the  Con- 
gress with  cooperation  from  the  industry  will  allow  us  to  overcome 
this. 

Now,  I  must  say  this.  I  do  understand  that  this  increase  in  losses 
was  determined  after  SBA  initiated  a  major  review  of  loan  pro- 
grams, a  review  of  unprecedented  levels  involving  600,000  loans 
and  25  million  transactions.  I  further  understand  that  SBA  is  the 
first  Federal  Agency  to  conduct  such  a  review  after  enactment  of 
credit  reform. 

I  commend  the  Administrator  for  this  initiative.  I  am  not  going 
to  shoot  the  messenger  because  of  the  message  when  the  mes- 
senger wants  the  message  to  be  based  on  reality,  based  on  facts. 
I  commend  him  for  that. 

The  question  is,  how  do  we  deal  with  it?  Insofar  as  the  criticism, 
why  did  not  we  know  this  before?  Well,  we  have  been  talking,  as 
the  Chairwoman  said,  about  subsidy  rates  for  the  past  year.  We 
have  also  been  talking  about  subsidy  rates  for  the  past  several  dec- 
ades, ever  since  the  programs  have  existed.  There  has  always  been 
a  set  of  assumptions  that  we  have  operated  on. 

Now,  we  did  not  perform  that  work  on  our  Committee.  We  relied 
on  the  OMB,  and  we  relied  on  the  SBA.  We  relied  on  the  0MB  and 
the  SBA  of  both  Republican  and  Democratic  Administrations.  I 
think  what  Mr.  Lader  is  telling  us  is  that  all  those  Administrations 
took  shortcuts  in  determining  what  the  correct  subsidy  rate  would 
be. 

They  did  not  take  a  shortcut.  They  did  a  voluminous  study,  and 
these  are  now  the  facts.  I  want  to  commend  him  for  that  undertak- 
ing after  several  decades  of  erroneous  assumptions  based  upon  ran- 
dom sampling  and  projections. 

Thank  you. 

[Mr.  LaFalce's  statement  may  be  found  in  the  appendix.] 

Chair  MEYERS.  Thank  you,  Mr.  LaFalce.  I,  too,  am  glad  that  we 
are  being  realistic  about  this.  The  question  I  would  like  to  have  you 
answer,  Mr.  Lader,  because  I  think  it  is  very  important  to  the  fu- 
ture here,  is  how  can  subsidy  rates  fluctuate  so  wildly  from  last 
February  when  the  President  submitted  his  budget?  We  developed 
our  proposal  shortly  after  that. 

In  August,  we  marked  up  the  limited  authorization  of  only  7(a) 
and  504  Programs  in  which  we  reset  the  subsidy  rates.  That  was 
August,  we  went  to  conference  in  September,  and  this  is  March.  I 
can't  help  but  think  that  someone,  somewhere  along  that  process 
must  have  gotten  a  hint  that  something  was  very  wrong.  We  in 
this  Committee  did  not  understand  this  until  last  week. 

While  we  heard  rumors,  all  during  that  markup  and  conference 
process  last  fall,  we  were  dealing  with  OMB  and  SBA  who  were 
saying  a  zero  subsidy  rate  for  504  and  a  subsidy  rate  of  1  percent 
for  7(a).  I  am  glad  for  realism,  I  am  glad  for  studies,  but  I  would 
like  to  have  some  kind  of  an  explanation  about  how  this  can  fluc- 
tuate so  wildly  in  that  period  of  time  and  Congress  not  have  a  clue, 
Mr.  Lader. 

Before  getting  to  that  question,  let  me  say  that  we  have  some 
people  at  the  table  that  may  not  be  testifying,  but  we  are  glad  that 


they  are  with  us  this  morning.  First,  we  will  hear  from  Philip 
Lader,  Administrator  of  the  Small  Business  Administration.  Ad- 
ministrator Lader  is  accompanied  by  Mr.  Greg  Walter,  Acting  Chief 
Financial  Officer  for  the  SBA  and  Ms.  Patricia  Forbes,  Acting  Asso- 
ciate Deputy  Administrator  for  Economic  Development.  You  have 
been  with  us  before,  and  we  are  glad  to  have  you  back. 

After  the  Administrator  testifies,  we  will  hear  from  Mr.  Anthony 
Wilkinson,  President  and  Chief  Executive  Officer  for  the  National 
Association  of  Government  Guaranteed  Lenders.  Then  testifying 
will  be  Mr.  Ken  Lueckenotte,  Executive  Director  of  Rural  Missouri, 
Inc.,  a  Certified  Development  Company,  and  Past  President  of  the 
National  Association  of  Development  Companies.  Mr.  Lueckenotte 
is  accompanied  by  Mr.  Roland  Cook,  Financial  Consultant  to  the 
Development  Company  Funding  Corporation.  Finally,  the  Commit- 
tee will  hear  from  Mr.  Raymond  Rafferty,  General  Partner  for  Me- 
ridian Venture  Partners  of  Radnor,  Pennsylvania.  Mr.  Radford  is 
here  representing  the  National  Association  of  Small  Business  In- 
vestment Companies. 

I  would  like  to  say  to  all  of  our  witnesses  that  we  will  make  your 
statements  a  part  of  the  hearing  record  for  today's  proceedings,  and 
please  summarize  those  written  statements  in  your  oral  remarks. 
Due  to  the  very  important  subject  matter  and  its  many  details,  I 
would  ask  that  the  Administrator  try  to  summarize  his  remarks  in 
15  minutes  or  so  and  that  our  other  witnesses  summarize  their  re- 
marks in  5  to  10  minutes. 

Administrator  Lader,  welcome  and  proceed. 

TESTIMONY  OF  PHILIP  LADER  PHILIP  LADER,  ADMINIS- 
TRATOR, U.S.  SMALL  BUSINESS  ADMINISTRATION,  ACCOM- 
PANIED  BY  GREG  WALTER,  ACTING  CHIEF  FINANCIAL  OFFI- 
CER FOR  THE  SBA,  AND  PATRICIA  FORBES,  ACTING  ASSOCI- 
ATE DEPUTY  ADMINISTRATOR  FOR  ECONOMIC  DEVELOP- 
MENT 

Mr.  Lader.  Thank  you.  Madam  Chair,  thank  you  for  having  us 
here  this  morning,  and  members  of  the  Committee. 

I  would  like,  if  I  might,  to  ask  that  the  written  testimony  we  pro- 
vided be  entered  in  the  record. 

Chair  MEYERS.  Without  objection. 

Mr.  Lader.  I  would  like  to  take  a  few  minutes  to  consider  quick- 
ly the  big  picture  of  SBA  today  and  then  move  immediately  to  the 
concerns  you  have  raised,  which  are  the  same  questions  that  we 
have  as  well.  If  I  might  use  these? 

Last  year  as  we  know,  we  emphasized  our  intent  that  this  not 
be  "your  father's  SBA."  What  I  want  to  illustrate  today  are  some 
of  the  changes  over  this  last  year  that  have  allowed  us  to  move  to 
the  position  in  which  the  President's  budget  request  is  submitted. 

The  President  has  as  the  principal  goals  for  our  Agency,  as  you 
are  well  aware,  increasing  access  to  capital,  reinventing  and  rein- 
vigorating  this  Agency,  reducing  regulatory  and  paperwork  burden 
on  small  businesses,  enhancing  the  education,  training,  and  infor- 
mation for  small  businesses  and  to  serve  as  his  "eyes  and  ears"  in 
the  Nation's  small  business  community. 

We  really  appreciate  this  Committee's  commitment  to  small  busi- 
ness and  support  of  the  Agency.  As  the  members  of  the  Committee 


are  well  aware,  we  do  this  through  four  principal  portfolios:  Access 
to  capital;  the  education/training  mission;  our  advocacy  and  con- 
tract opportunities;  and  "the  SBA  nobody  knows,"  the  Disaster  As- 
sistance Program. 

Two  facts  regarding  where  we  are  now  as  I  get  in  specifically  to 
the  questions  of  credit  reform  and  other  issues  concerning  the 
President's  budget  request.  Our  current  business  portfolio  has 
about  170,000  financing's,  $26  billion  made  available  to  small  busi- 
ness which  would  otherwise  not  have  been  available  without  these 
programs. 

In  the  past  year,  more  than  1  million  small  businesses  were  as- 
sisted by  the  SBA.  This  resulted  in  400,000  jobs  being  created  or 
retained.  I  am  proud  to  report  that  with  our  partnership  with  our 
private  sector  partners,  the  SBIC's,  more  private  capital  was  raised 
in  the  last  18  months  for  our  venture  capital  program  than  the 
past  10  years  combined.  That  truly  is  a  public/private  partnership. 

Last  year,  I  said  that  the  entire  cost  of  our  budget  was  less  than 
the  taxes  paid  by  just  three  companies  which  received  critical  help 
from  the  SBA  when  they  were  getting  started:  Apple,  Intel,  and 
Federal  Express.  I  recently  saw  Intel's  annual  report.  I  can  now 
say  that  the  President's  budget  request  is  less  than  the  taxes  paid 
by  one  of  those  companies  over  a  2-year  period. 

Major  accomplishments  in  1995,  Madam  Chair  and  members  of 
the  Committee,  7(a)  loans,  our  cornerstone  program,  more  than 
doubled  in  the  past  2  years.  In  fiscal  1995  about  56 

Chair  Meyers.  Mr.  Lader,  I  do  not  mean  to  interrupt. 

Mr.  Lader.  Please. 

Chair  MEYERS.  Is  that  an  advantage  if  they  are  lending  out 
money  but  the  loans  are  obviously  not  very  sound? 

Mr.  Lader.  Well,  to  the  contrary.  We  have  every  reason  to  be- 
lieve that  these  loans,  thanks  to  the  changes  made  by  the  Congress 
and  the  administrative  changes,  are  performing  better  than  the 
loans  in  the  earlier  cohorts  of  earlier  years. 

For  the  moment,  if  I  might,  I  would  like  to  go  into  the  expla- 
nation of  that  analysis  that  shows  why  these  newer  loans  are  per- 
forming better.  I  certainly  understand  your  question  and  concern 
in  that  regard. 

Chair  MEYERS.  I  am  not  sure  doubling  is  a  real  advantage,  un- 
less these  are  sound,  solid  loans  that  we  are  going  to  be  able  to 
make  without  appropriating  a  lot  more  money.  Frankly,  I  just  do 
not  think  the  money  is  going  to  be  there. 

Mr.  Lader.  Well,  we  believe  that  these  will  perform  better  for  a 
variety  of  reasons.  Especially  because  of  the  legislation  last  year, 
the  percentage  of  the  Crovernment  guarantee  has  been  reduced  on 
each  loan.  As  you  know,  it  requires  greater  scrutiny.  We  are  rely- 
ing more  on  our  preferred  lender  program. 

With  each  of  these,  over  the  past  year  and  a  half  there  are  rea- 
sons to  believe,  and  the  current  data  demonstrates  this,  that  these 
loans  are  performing  better  than  loans  that  had  been  made  all 
through  the  1980's.  Let  me  come  back  to  that  and  give  some  spe- 
cific examples. 

More  than  half  of  these  loans  were  Low  Documentation  loans. 
The  Low  Doc  loans  are  performing  as  well  today  as  our  overall 
portfolio.  The  Low  Doc  Program,  of  course,  being  the  1-page  cover 


application  where  the  bank  has  done  all  of  its  due  diligence  that 
would  reduce  the  paperwork  that  the  small  business  has  to  do  for 
the  SBA. 

Chair  Meyers.  Now,  this  is  a  relatively  new  program.  Do  we 
really  know  that  Low  Doc  is  performing  well?  I  hear  from  bankers 
and  I  hear  from  others  in  the  community  that  Low  Doc  is  an  acci- 
dent waiting  to  happen.  If  that  is  bad  news  on  top  of  the  bad  news 
that  we  got  this  week,  I  think  it  will  threaten  the  future  of  the 
SBA. 

Mr.  Lader.  We  can  only  give  you  the  data  we  have  today.  I  have 
to  tell  you  that  we  have  monitored  this  very  closely,  and  of  this 
data  all  of  our  analysis  demonstrates  that  the  Low  Doc  loans  are 
actually  performing  better  than  the  under  $100,000  loans  that  are 
not  in  the  Low  Doc  Program.  In  addition  to  that,  they  are  perform- 
ing as  well  as  the  overall  portfolio. 

I  recognize  your  point  that  these  are  not  seasoned  loans.  This  is 
a  relatively  new  program.  We  have  to  be  cautious  on  that.  At  the 
same  time,  one  theory  in  terms  of  stewardship  of  taxpayer  dollars 
is  to  have  the  greatest  diversification  possible.  Having  more  loans 
made  to  more  borrowers  but  at  smaller  amounts  is  one  way  of 
being  a  more  conservative  approach  to  balancing  the  portfolio. 

Chair  Meyers.  When  you  look  at  these  loans,  Mr.  Lader,  are  you 
able  to  analyze  if  the  loans  are  not  performing  as  well  or  did  not 
perform  as  well? 

Mr.  Lader.  Yes. 

Chair  Meyers.  Can  you  tell  us  what  kind  of  loan  is  not  perform- 
ing well?  Is  it  the  larger  ones,  the  smaller  ones?  Can  you  pinpoint 
which  loans  are  having  the  problems? 

Mr.  Lader.  Not  in  an  industry  specific  way  as  such.  The  one 
thing  I  have  to  say  is  the  principal  indicator  of  the  health  of  the 
portfolio,  or  one  of  the  principal  indicators,  is  the  currency  rate.  As 
I  will  show  in  a  moment,  we  have  a  great  improvement  in  terms 
of  the  currency  rate,  meaning  the  percentage  of  the  loans  whose 
monthly  payments  are  being  made  on  time. 

We  have  gone  from  the  low  70  percents  in  the  1980's  to  more 
than  90  percent  of  the  loans  being  current  today.  That  is  a  very 
significant  indicator  of  the  health  of  the  portfolio.  In  terms  of  the 
jobs  creation,  and  especially  the  economic  development  con- 
sequences of  this,  24  percent  of  these  loans  made  last  year  were  to 
women-owned  businesses.  That  is  up  almost  300  percent  since 
1992.  Nineteen  percent  were  made  to  minority-owned  businesses, 
up  181  percent  and  15  percent  to  veterans,  up  130  percent. 

What  is  important  is  because  of  the  growth  of  the  entire  program 
the  growth  to  these  groups  was  not  at  a  cost  to  any  other  group. 
The  private  venture  capital,  I  mentioned,  is  setting  a  new  record 
at  $333  million. 

Yes,  sir? 

Mr.  LaFalce.  Phil,  I  think  that  those  statistics  are  terrific  show- 
ing increased  loans  to  women,  to  minorities,  to  veterans,  et  cetera. 
I  think  that  is  probably  in  large  part  because  of  the  specific  goals 
that  were  adopted  for  each  and  every  district  office. 

I  know  when  the  SBA  Administrator  called  each  district  chief  in 
they  said,  "OK,  let's  negotiate  the  goals,"  and  they  called  for 
humongous  increases.  While  by  the  same  token,  I  am  concerned 
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that  whenever  you  increase  goals  by  category,  you  might  be  ad- 
versely impacting  the  creditworthy  nature  of  your  loan  recipients. 

I  am  concerned.  I  mean,  I  think  I  see  the  reason  quite  clearly 
why  the  Low  Doc  loans  will  probably  be  your  best  loans.  I  suspect 
that  these  are  the  loans  that  institutions  make  without  SBA  in- 
volvement; they  maybe  do  not  even  need  SBA  involvement  for. 
That  is  the  concern  I  have  with  that  program.  My  concern  with 
these  increases  is  that  it  is  going  to  jeopardize  the  creditworthy  na- 
ture of  the  recipients.  Any  comments  on  that  later  point? 

Mr.  Lader.  Let  me  respond  in  two  ways.  There  are  several  phe- 
nomena that  will  lead  to  this.  One  is  something  that  has  very  little 
to  do  with  the  SBA,  that  is,  the  increasing  appetite  and  demand 
in  these  respective  communities — veterans,  minorities,  and 
women — to  start  their  own  businesses,  which  we  believe  is  a  very 
healthy  social  phenomenon.  With  the  downsizing  of  corporations, 
the  greater  access  that  these  individuals  have  to  capital  is  impor- 
tant for  the  economy. 

The  Low  Doc  Program  in  itself  has  contributed  to  the  significant 
improvement  in  these  numbers.  By  simplifying  the  paperwork  and 
the  process,  more  of  these  individuals  who  were  traditionally  in- 
timidated by  the  process  have  had  easier  access  to  capital. 

Chair  Meyers.  Can  you  give  us  the  percentage  of  loans  in  each 
of  those  categories  that  is  a  problem  loan? 

Mr.  Lader.  Well,  none  of  these  in  any  significant  degree  is  a 
problem  loan  today.  These  were  loans  that  were  made  last  year. 

Chair  Meyers.  I  see. 

Mr.  Lader.  They  are  not  seasoned  enough  to  determine  that.  If 
you  go  back  over  the  history  of  the  portfolio,  the  respective  size  per- 
centage of  loans  in  these  categories  as  part  of  the  total  $29  billion 
portfolio  is  very  small. 

We  believe  as  a  purpose  of  economic  development,  and  this  gets 
to  a  third  point  with  respect  to  Mr.  LaFalce's  question,  that  it  is 
important  for  the  growth  of  the  economy  and  for  small  business  to 
ensure  that  the  access  to  capital  is  improved  for  these  groups  as 
well  as  all  other  small  business  owners. 

Mr.  LaFalce.  Let  me  also  commit  to  heresy  publicly.  I  do  not 
think  that  the  lower  the  loss,  the  better  job  that  we  are  doing  in 
accomplishing  our  mission.  I  believe  that  one  of  the  reasons  for  cre- 
ating a  Government  guaranteed  loan  is  to  assist  in  areas  where  the 
private  markets  are  not  working  on  their  own. 

By  definition,  these  must  be  higher-risk  areas.  If  we  are  so  pre- 
occupied with  having  minimal  losses,  we  will  almost  reduce  the 
concept  of  risk  management  from  the  SBA  and  go  toward  the  con- 
cept of  risk  aversion  or  avoidance.  That  would  make  our  numbers 
magnificent,  but  it  would  also  mean  that  we  would  not  be  accom- 
plishing our  goals,  our  mission  for  which  we  were  created. 

We  have  to  be  balanced  as  we  approach  this  question.  We  have 
to  be  balanced  as  we  deal  with  the  issue  of  risk,  making  sure  that 
we  manage  it,  as  I  think  you  are  attempting  to  do,  rather  than  just 
avoid  it  in  toto. 

Chair  Meyers.  I  am  not  trying  to  be  critical.  I  do  not  think  that 
I  want  to  avoid  any  risk,  but  I  think  when  a  subsidy  rate  goes  from 
0  to  6  percent  from  February  to  March,  then  we  have  got  to  ask 
some  hard  questions. 


Mr.  LaFalce.  Ask  the  right  questions. 

Mr.  Lader.  Yes,  but  that  subsidy  rate  change  is  not  a  result  of 
this  phenomena.  If  anything,  the  activities  of 

Chair  Meyers.  If  you  could  tell  us  what  did  cause  it,  I  would  ap- 
preciate it. 

Mr.  Lader.  Well,  let  me  move  forward  and  slip  by  these  things. 
I  was  trying  to  show  where  the  rest  of  the  President's  budget  is 
being  spent  because  of  loan  activities.  Let  us  go  to  credit  reform, 
if  I  can. 

The  key  point  is  this.  The  SBA  undertook  a  portfolio  analysis 
within  a  few  months  after  I  started  as  Administrator.  I  previously 
served  in  the  first  year  of  the  Administration,  as  Deputy  Director 
for  Management  at  0MB,  chairing  the  Federal  Interagency  Credit 
Reform  Group. 

We  took  this  very  seriously.  We  wanted  to  make  sure  we  truly 
understood  what  was  the  quality  of  this  loan  portfolio.  Con- 
sequently, we  conducted  the  analysis  of  some  600,000  loans,  and  25 
million  individual  transactions.  We  believe  this  to  be  the  most  com- 
prehensive analysis  of  any  loan  portfolio  done  by  any  major  credit 
agency. 

What  was  found  was  this,  Ms.  Meyers.  The  two  principal  func- 
tions in  this,  the  repurchase  of  loans  and  the  recovery  rate  from 
those  repurchases,  were  far  different  than  what  had  been  projected 
in  earlier  years.  Now,  what  leads  to  that?  Changing  real  estate  val- 
ues is  one. 

When  we  have  a  recovery  and  there  are  accelerating  real  estate 
values,  there  is  a  greater  chance  that  you  can  recover  more  funds. 
This  analysis  was  done  for  a  portfolio  of  loans  from  1983  to  1995. 

You  made  the  statement  in  your  opening  comment,  Madam 
Chair,  "We  would  like  to  let  go  of  the  past."  Well,  we  believe  that 
responsible,  conservative  management  does  not  let  go  of  the  past. 
I  know  that  you  did  not  intend  it  in  that  sense,  but  what  is  the 
real  potential  liability  of  the  American  taxpayer? 

Going  through  this  detailed  analysis,  thanks  to  legislative  and 
administrative  improvements  over  the  last  several  years,  we  have 
every  reason  to  believe  that  the  loans  made,  that  I  have  previously 
been  describing,  are  performing  much  better  than  the  loans  that 
were  made  in  the  80's. 

Now,  this  analysis  took  almost  a  year  to  complete.  We  have  been 
working  with  0MB  in  recent  months  to  help  them  determine  what 
the  proper  subsidy  rate  is.  It  is  not  a  matter  of  1  year  or  a  matter 
of  months  that  determine  the  subsidy  rate  changes.  It  simply  is 
that  the  data  upon  which  the  subsidy  rate  is  based  is  much  better 
now  as  a  result  of  this  effort  than  it  has  ever  been  in  the  past. 

The  consequences  of  that,  in  each  of  our  credit  programs,  are 
changes  in  subsidy  rates,  determined  by  0MB  as  you  are  well 
aware.  In  the  SBIC  Program,  in  the  Micro-Loan  Program,  and  in 
the  Disaster  Program  the  President's  budget  shows  lower  subsidy 
rates  because  of  changes. 

The  7(a)  Program,  as  the  focus  of  your  opening  statement,  shows 
a  significant  increase.  How  the  different  cohorts — "cohorts"  being 
each  year's  loan  guarantees — 1983,  1984,  and  1985  are  weighted  is 
one  of  the  methodological  questions.  Do  you  give  more  weighting 
toward  recent  years  when  there  have  been  more  loans,  or  do  you 
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give  more  weight  to  the  earher  ones?  What  is  the  amount  of  recov- 
ery, dollar  recovery,  from  the  actual  repurchases? 

There  are  many  methodological  questions  that  0MB  had  to  work 
through.  It  was  only  in  recent  weeks,  as  we  were  discussing  this 
budget,  the  President's  budget  submission  to  you,  that  this  change 
in  the  subsidy  rate  became  clear  to  us.  It  is  not  a  matter  of  with- 
holding any  information;  it  is  a  recognition  of  the  past.  We  believe 
that  this  is  a  course  correction. 

The  important  point  is  this.  These  loans  in  the  early  80's  and 
mid-80's  were  a  good  deal  for  Americans  then,  and  they  are  still 
a  good  deal.  Our  loss  rate  is  still  1.3  percent. 

Now,  if  you  compare  that  with  commercial  institutions,  it  com- 
pares very  favorably  with  most  conservative  financial  institutions. 
However,  there  is  a  difference  between  the  loss  rate  and  what  the 
actual  dollar  recovery  is. 

The  purpose  of  this  detailed  analysis  was  to  have  the  most  con- 
servative, responsible  management  of  our  portfolio  possible.  We  are 
in  a  much  better  position  today,  therefore,  to  say  that  if  this  is  the 
subsidy  rate,  and  we  have  every  reason  to  believe  that  more  recent 
loans  will  perform  better,  then  the  subsidy  rate  is  likely  to  decrease 
in  the  coming  years. 

We  need  to  make  sure,  however,  that  there  is  adequate  reserve 
for  potential  losses  left  in  the  Treasury  right  now.  I  hope  that  is 
responsive  to  your  concern  about  the  methodology  and  why  it 
seems  to  come  up  so  quickly  when,  in  fact,  it  is  not  a  change  be- 
cause of  lending  of  1  year;  it  is  a  review  of  the  past. 

Chair  Meyers.  I  understand  that.  I  just  think  that  if  it  is  too 
early  to  tell  about  loans  that  were  made  in  January  1995,  which 
I  think  you  were  indicating  a  minute  ago,  then  we  need  to  know 
what  is  the  most  recent  time  that  we  can  find  out  about  these 
loans?  When  they  are  2  years  old?  Three  years?  What  period  of 
time?  You  said  that  your  study  covered  1983  to  1995,  but  you  say 
that  you  really  can't  tell  about  1995.  Was  it  up  to  January  1995? 

Mr.  Lader.  Greg,  in  terms  of  the  specific  break-off  point? 

Mr.  Walter.  We  actually  used  full  fiscal  1995  through  Septem- 
ber 30  data. 

Chair  Meyers.  Then  we  do  know  something  about  1995  through 
September? 

Mr.  Walter.  You  would  have  the  loans  that  were  made  in  1995, 
the  short  period  of  time  that  they  were  there,  yes,  we  do  have  those 
loans. 

Chair  Meyers.  When  did  you  get  the  results  of  that  study,  pre- 
cisely? 

Mr.  Walter.  Early  February. 

Mr.  Lader.  We  have  requested.  Madam  Chair,  that  the  Office  of 
Management  and  Budget  prepare  an  executive  summary  of  the 
findings  of  this  literally  voluminous  study,  as  you  can  imagine, 
with  25  million  data  entries  on  it  for  the  Congress  to  review  as 
well. 

Chair  Meyers.  Mr.  LaFalce? 

Mr.  LaFalce.  Phil,  you  say  the  loss  rate  did  not  differ  that  much 
from  previous  assumptions,  but  the  recovery  rate  did.  Could  you 
expand  on  the  recovery  rate  that  we  were  using  and  the  recovery 
rate  you  believe  we  should  be  using? 
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Mr.  Lader.  Well,  this  gets  into  further  technical  matters,  but  let 
me  try  to  respond,  differentiating  as  our  private  sector  partners 
can  as  well  between  the  7(a)  and  the  504  Programs. 

The  504  Program  is  an  interesting  case  because  it  is  a  very  im- 
portant program.  While  these  are  successful  small  businesses,  typi- 
cally they  don't  have  access  to  the  corporate  bond  market  for  fixed 
asset  financing,  many  of  them  related  to  real  estate.  Consequently, 
when  we  have  a  40  percent  position  in  it,  and  it  is  a  subordinate 
position  to  a  prior  50  percent  claim,  and  you  are  dealing  with 

Chair  MEYERS.  Say  that  again? 

Mr.  Lader.  The  SBA  has  a  secondary  position  in  these  because 
50  percent  of  the  financing  is  being  provided  by  a  private  lender. 

Chair  Meyers.  Yes. 

Mr.  Lader.  They  have  a  prior  position  in  it. 

Mr.  LaFalce.  Your  recovery  is  going  to  be  worse  in  those  be- 
cause of  the  secondary  position. 

Mr.  Lader.  If  the  real  estate  values  are  not  escalating,  as  they 
had  at  various  periods  in  the  80's  and  real  estate  values  are  more 
flat,  then  there  is  less  likely  to  be  a  level  of  recovery  when  you 
have  the  subordinate  position. 

Chair  Meyers.  You  are  talking  about  recovery  of  assets? 

Mr.  Lader.  Getting  dollars  back  to  the  taxpayers. 

Chair  Meyers.  Getting  dollars  back. 

Mr.  Lader.  By  the  sale  of  the  physical  assets. 

Mr.  LaFalce.  Would  I  be  asking  a  correct  question  if  I  asked 
what  your  recovery  rate  percentage  was  that  you  used  to  determine 
the  subsidy  rate,  and  what  is  the  recovery  rate  percentage  you  are 
going  to  use  now  to  determine  the  subsidy  rates?  Is  that  question 
correct? 

Mr.  Lader.  It  is  a  very  valid  question.  I  will  ask  Greg  if  he  can 
give  a  simple  answer.  I  have  to  give  you  the  way  I  can  understand 
it.  I  have  spent  a  lot  of  time  in  this  industry  as  well. 

Timing  is  an  essential  consideration.  As  opposed  to  having  one 
rate  at  different  periods  in  each  of  these  cohorts,  there  are  different 
levels  of  experience  of  what  you  can  recover.  Part  of  that  is  related 
to  the  general  economy  during  that  period,  part  of  it  is  what  has 
happened  to  real  estate  values  in  the  case  of  real  estate  loans. 

Mr.  LaFalce.  Sure.  Are  you  telling  me,  Patty  or  Greg,  that  you 
are  using  different  percentage  recovery  rates  as  you  look  back? 
What  are  you  using  as  you  go  forward?  What  is  your  recovery  rate 
assumption  as  you  go  forward? 

Chair  MEYERS.  Give  me  a  percentage.  What  are  we  talking 
about? 

Mr.  Walter.  For  the  7(a)  Program,  Madam  Chairman,  last  year 
we  were  using  a  62  percent  recovery  rate.  The  results  of  the  study 
indicate  that  the  recovery  rate  is  more  accurately  around  50  per- 
cent. Fifty  percent  is  the  recovery  rate  that  is  being  used  in  the 
current  system. 

Mr.  LaFalce.  Under  the  504? 

Chair  Meyers.  Does  that  have  to  do  with  liquidation  of  assets, 
I  mean,  is  it  the  percentage  after  the  sale  of  any  asset  that  you 
may  have  when  a  loan  goes  bad? 

Mr.  Walter.  That  figure  reflects  the  total  cash  flows  back  to  the 
Federal  Government  after  we  have  repurchased  a  loan.  The  repur- 
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chase  is  the  point  at  which  we  start  collecting  data  on  cash  recov- 
ery. All  the  money  we  recovered  from  the  sale  of  assets,  as  well  as 
any  repayments  that  we  receive  from  the  borrower  after  that  pur- 
chase are  calculated  in  that  number. 

Chair  MEYERS.  Do  you  have  it  broken  out  as  to  what  percentage 
comes  from  liquidation  of  assets  and  how  long  that  takes?  We  have 
been  hearing  that  there  are  real  problems  with  liquidation,  that  it 
takes  a  very  long  time,  much  longer  than  it  should.  Obviously,  that 
has  its  own  problems:  Properties  deteriorate  and  they  are  not 
worth  as  much. 

Go  ahead. 

Mr.  Walter.  We  can  capture  the  collections  that  come  in  after 
we  classify  a  loan  liquidation.  There  is  a  status  of  a  loan,  a  dif- 
ferentiation between  a  purchase  and  a  liquidation.  What  you  may 
be  saying  about  the  collection  and  the  timing  of  the  collection,  is 
that  it  is  a  complicated  process  and  the  time  it  takes  to  liquidate 
assets  does  vary  depending  on  the  type  of  collateral  that  we  have 
acquired. 

For  instance,  in  the  SBIC  Program  because  of  the  complexity  of 
the  assets,  the  liquidation  process  sometimes  takes  much  longer 
than  it  would  if  we  just  had  a  simple  piece  of  property.  It  can  vary 
significantly  from  one  type  of  loan  to  another  type  of  loan  and  from 
one  loan  program  to  the  next. 

We  have  put  forth  a  lot  of  effort  over  the  last  several  years  to 
accelerate  our  recovery  of  monies  after  liquidation.  We  are  utilizing 
the  private  sector  to  assist  in  liquidations  with  some  of  our  new 
programs — Low  Doc,  FASTRAK,  and  PLP — where  they  will  be  gen- 
erating the  recoveries  prior  to  SBA  even  purchasing. 

Mr.  Lader.  Let  me  give  you  an  illustration  on  that.  Madam 
Chair,  because  I  know  this  has  been  a  matter  of  particular  concern 
to  you.  We  have  tried  to  push  on  our  private  sector  partners  more 
of  the  responsibility  for  the  liquidation. 

For  example,  because  in  the  Low  Doc  Program,  in  our  Preferred 
Lender  Program,  and  in  other  cases  we  are  requiring  that  they  do 
that,  we  have  moved  to  about  72  percent  of  that  activity  now  being 
done  by  our  private  sector  partners. 

We  want  to  continue  to  increase  that  responsibility,  so  that  we 
can  be  much  more  the  "wholesaler"  and  less  the  "retailer,"  and 
have  the  Government  less  involved  in  this  technical  recovery  in  the 
sense  of  hoping  that  that  will  increase  the  recovery  percentage. 

Let  me  correct  one  thing  my  colleague  said,  though.  When  we 
can  give  a  percentage,  Mr.  LaFalce  asked,  that  is  not  a  static  per- 
centage because  you  have  to  look  at  the  timing  of  when  these  re- 
coveries occur,  and  take  into  account  the  time  cost  of  money  as 
well. 

Mr.  LaFalce.  Can  I  follow  up  on  that? 

Chair  Meyers.  Sure. 

Mr.  LaFalce.  Let  me  just  ask  two  questions.  First,  a  simple  fac- 
tual one.  You  gave  us  the  7(a)  from  a  62  to  a  50.  The  504  is  from 
what  to  what? 

Mr.  Walter.  The  original  estimate  used  was  80  percent  recovery 
rate,  and  the  latest  results  indicate  about  40  percent. 

Mr.  LaFalce.  That  is  primarily  because  of  the  secondary  position 
that  we  must  take  to  make  that  program 
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Mr.  Walter.  We  are  finding  more  times  than  not  the  SBA  must 
purchase  the  first  Hen. 

Mr.  LaFalce.  All  right.  Now,  the  most  important  question  is — 
I  am  praising  you  because  of  the  objectivity  that  you  have  brought 
to  the  task  and  the  assumption  that  what  you  have  come  up  with 
is  now  accurate,  but  I  want  to  challenge  that  assumption. 

If  we  only  look  to  the  past,  and  view  what  went  on  in  the  past 
as  a  prediction  of  what  will  be  going  on  in  the  future,  we  could  be 
fighting  the  last  war.  We  had  a  huge  precipitous  decline  in  the  real 
estate  market  because  of  the  problems  we  had  in  the  thrift  indus- 
try in  the  eighties,  because  of  the  1989  FIREA  legislation  we 
passed,  which  exacerbated  that  problem  tremendously. 

I  suspect  that  that  had  more  of  an  impact  on  the  poor  quality 
of  the  loan  portfolios  and  the  asset  value  than  anj^hing  else.  I  do 
not  see  that  on  the  horizon.  I  am  wondering,  you  have  to  trend 
data  in  order  to  come  up  with  accurate  projections  of  loss  rates,  re- 
covery rate,  and  also  subsidy  rates. 

Chair  Meyers.  If  you  could  ask  your  question,  Mr.  LaFalce. 

Mr.  LaFalce.  That  is  what  I  am  trying  to  do. 

Chair  Meyers.  Yes. 

Mr.  LaFalce.  I  am  just  wondering  what  methodology  you  use. 
Did  you  bounce  it  off  of  any  actuaries  that  are  schooled  in  trending 
data  for  the  future,  such  as  insurance  services  offices,  ISO,  et 
cetera,  in  coming  up  with  this?  Are  you  being  unduly  pessimistic? 

Mr.  Lader.  Madam  Chair,  his  question  really  goes  to  the  heart 
of  what  you  raised  in  your  opening  comments  as  well.  What  I  keep 
saying  is  that  we  have  every  reason  to  believe  the  more  recent 
loans  will  perform  better  because  of  the  legislation  and  the  changes 
in  the  program. 

That  raises  the  methodological  question  of  when  you  determine 
the  subsidy  rate — and  again  that  is  done  by  the  Office  of  Manage- 
ment and  Budget,  not  the  SBA — do  you  have  any  weighting  as  to 
the  number  of  loans  that  are  under  the  new  policies,  the  current 
trends,  or  do  you  look  at  it  in  a  more  static  way.  Different  people 
will  have  different  views  of  how  that  should  be  accomplished. 

0MB  reached  its  conclusion.  We  have  gone  forward  with  the 
need  for  an  econometric  model  to  do  some  of  the  kinds  of  trend 
analysis  you  suggest.  The  only  thing  that  we  can  show  with  clarity 
is  the  history,  the  reality  of  25  million  transactions,  and  especially 
the  timing  of  those.  That  is  what  the  data  is  based  on  today. 

Chair  MEYERS.  I  think  that  there  will  probably  be  some  interest- 
ing counterpoint  to  what  you  are  saying  from  our  other  witnesses. 
With  the  permission  of  the  Committee,  I  will  go  on  to  the  other  wit- 
nesses and  then  go  to  questions. 

Is  that  all  right? 

[No  response.] 

Chair  Meyers.  After  hearing  from  the  other  witnesses,  I  think 
we  will  get  a  better  idea  of  some  additional  questions  to  ask.  I  do 
not  mean  to  interrupt  you,  Mr.  Lader.  Have  you  concluded?  Would 
you  like  to  make  a  few  closing  remarks  before  we  go  on  to  Mr. 
Wilkinson? 

Mr.  Lader.  Madam  Chair,  simply  that  we  would  be  happy  to  re- 
spond to  your  subsequent  questions  regarding  other  elements  of  the 
President's  budget  or  elements  of  the  budget  that  relate  to  small 
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business  generally.  I  have  prepared  comments  on  that,  and  they 
are  in  my  written  testimony.  If  you  want  to  go  into  that,  I  will  be 
happy  to  do  so  later. 

[Mr.  Lader's  statement  may  be  found  in  the  appendix.] 

Chair  Meyers.  All  right.  Mr.  Wilkinson? 

TESTIMONY  OF  ANTHONY  R.  WILKINSON,  PRESIDENT  AND 
CHIEF  EXECUTIVE  OFFICER  FOR  THE  NATIONAL  ASSOCIA- 
TION OF  GOVERNMENT  GUARANTEED  LENDERS 

Mr.  Wilkinson.  Thank  you.  Madam  Chair  and  members  of  the 
Committee. 

I  appreciate  the  opportunity  to  testify  again  today  on  the  SBA 
7(a)  Loan  Program.  I  believe  in  these  programs  and  I  and  the 
NAGGL  membership  are  committed  to  program  improvement  and 
expansion. 

There  continues  to  be  a  void  in  the  long-term  credit  markets  for 
small  business  and  the  SBA's  loan  programs  fill  that  void.  In  fact, 
SBA  today  is  the  major  source  of  long-term  debt  capital  for  small 
business  in  the  country. 

With  regards  to  the  fiscal  year  1997  budget  request,  we  thank 
the  Administration  for  the  request  of  full  funding  for  the  7(a)  Pro- 
gram. Unfortunately,  we  must  have  the  discussion  on  the  subsidy 
calculation,  as  we  have  had  in  the  past. 

As  usual,  there  is  no  explanation  of  the  subsidy  calculation,  no 
discussion  of  the  assumptions,  and  thus  far  no  analysis  has  been 
discussed  with  us  anjrway  of  the  problems  causing  another  rise  in 
the  subsidy  rate. 

It  is  very  clear  from  this  year's  budget  request  that  past  subsidy 
calculations  by  0MB,  particularly  for  the  legislation  that  passed 
this  Committee  just  a  few  months  ago,  lacked  credibility.  A  full- 
blown discussion  of  the  subsidy  model  and  the  assumptions  used, 
how  can  we  know  today  how  credible  the  2.68  rate  is? 

From  a  brief  reading  of  the  budget  request  this  morning,  it  ap- 
pears that,  according  to  0MB,  the  7(a)  portfolio  has  not  been  per- 
forming at  the  level  estimated.  For  instance  the  budget  request  in- 
dicates that  the  portfolio  and  the  bulk  of  guaranteed  loans  receiv- 
able has  been  increasing,  up  60  percent  from  fiscal  year  1995  to 
1996,  with  another  50  percent  increase  projected  from  fiscal  1996 
to  fiscal  1997. 

The  industry  desperately  wants  to  know  what  is  going  on.  Are 
these  default  numbers  correct?  What  management  analysis  has 
been  made?  Are  certain  types  of  loans  more  likely  to  default  than 
others?  The  liquidation  process,  is  it  being  done  in  the  most  effi- 
cient way?  What  changes  in  underwriting  standards  or  liquidation 
processes  need  to  be  made? 

The  1994  NAGGL  caution  to  SBA  that  we  may  be  growing  too 
fast,  our  fear  was  that  the  SBA  with  limited  and  shrinking  re- 
sources would  not  be  able  to  develop  and  enforce  the  necessary 
standards. 

For  instance,  in  June  1994  NAGGL  recommended  that  before  the 
Preferred  Lender  Program  was  aggressively  expanded,  we  must 
first  develop  a  consistent,  detailed  review  procedure.  Some  PLP 
lenders  have  not  had  reviews  for  over  3  years,  and  the  ones  that 
were  reviewed  were  not  done  consistently.  SBA  agreed  with  that 
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recommendation  2  years  ago,  and  now  2  years  later  the  system  is 
still  not  up  and  running. 

I  know  this  may  shock  some,  but  here  you  have  a  regulated  in- 
dustry raising  its  hand  saying,  "We  need  better  standards,  better 
reviews,  and  better  program  safeguards."  It  is  NAGGL's  firm  belief 
that  for  the  7(a)  Program  to  continue  to  pass  the  test  of  time  the 
program  must  be  one  of  integrity,  and  it  must  be  professionally 
managed. 

We  should  not  come  here  every  so  often  and  ask,  "What  hap- 
pened?" Rather,  we  should  be  looking  at  factual  performance  data 
and  making  decisions  on  the  direction  of  policy.  Hopefully,  we  can 
get  to  that  level  very,  very  soon.  I  thank  you  for  the  opportunity 
to  be  here,  and  I  will  be  happy  to  answer  questions. 

I  would  like  to  respond  to  a  comment  Mr.  LaFalce  made  about 
not  getting  too  preoccupied  on  the  loss  rate,  and  I  agree  with  that. 
However,  one  of  the  problems  we  have  to  deal  with  is  we  are  given 
limited  resources.  We  have  to  take  those  limited  resources  and  fig- 
ure out  how  we  manage  it  all,  so  that  we  get  to  the  bottom  line 
we  want  to  get  to. 

[Mr.  Wilkinson's  statement  may  be  found  in  the  appendix.] 

Chair  Meyers.  I  agree  that  focusing  on  losses  is  not  the  ultimate 
goal,  but  it  helps  us  stay  within  the  parameters  of  the  resources 
that  we  are  given.  I  will  withhold  comments  until  we  hear  all  the 
testimony.  I  thank  you  very  much,  and  I  agree  with  much  of  what 
you  have  said,  Mr.  Wilkinson. 

Mr.  Lueckenotte. 

TESTIMONY  OF  KEN  LUECKENOTTE,  EXECUTIVE  DIRECTOR 
OF  RURAL  MISSOURI,  INC.,  A  CERTIFIED  DEVELOPMENT 
COMPANY,  AND  PAST  PRESIDENT  OF  THE  NATIONAL  ASSO- 
CIATION OF  DEVELOPMENT  COMPANIES,  ACCOMPANIED  BY 
MR.  ROLAND  COOK,  FINANCIAL  CONSULTANT  TO  THE  DE- 
VELOPMENT COMPANY  FUNDING  CORPORATION 

Mr.  Lueckenotte.  Thank  you,  Madam  Chair.  Good  morning, 
members  of  the  Committee. 

Accompanying  me  today  is  Mr.  Roland  Cook,  Financial  Consult- 
ant for  DCFC.  DCFC  is  SBA's  fiscal  agent  for  the  pricing  and  sale 
of  the  504  debentures  in  the  private  capital  market. 

I  want  to  thank  the  members  of  this  Committee  for  your  long- 
standing bipartisan  support  for  the  504  Program  over  the  past  16 
years.  I  also  want  to  thank  you  for  this  opportunity  to  comment  on 
the  Administration's  recommendations  for  restructuring  the  504 
Program  as  part  of  the  President's  fiscal  year  1997  budget. 

Madam  Chair,  we  have  had  less  than  48  hours  to  evaluate  this 
proposal.  We  still  have  more  questions  than  answers  concerning  its 
impact  on  504  borrowers  and  the  network  of  CDC's  who  deliver  the 
program  to  small  businesses  in  every  State  of  the  Nation. 

My  remarks  this  morning  will  touch  on  key  points  we  want  to 
raise  with  regard  to  the  6.85  percent  subsidy  rate  calculated  by 
0MB  and  the  Administration's  proposal  for  addressing  the  subsidy 
rate.  I  ask  that  my  written  testimony  be  submitted  for  the  record. 

The  first  point  I  would  like  to  make  is  that  the  12  fold  increase 
in  the  subsidy  rate,  which  SEA  confirmed  on  Tuesday  would  be 
6.85  percent  for  fiscal  year  1997  if  no  changes  were  made  to  the 
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program,  just  does  not  make  sense  based  on  our  analysis  of  the  de- 
benture portfolio. 

As  the  chart  shows,  the  504  portfolio  is  performing  up  to  market 
and  commercial  standards,  both  from  the  point  of  view  of  the  insti- 
tutional investors  who  purchase  our  securities  in  the  private  mar- 
ket each  month  and  in  comparison  to  comparable  commercial  lend- 
ing experience.  If  the  quality  of  the  portfolio  measures  up  to  mar- 
ket commercial  standards,  how  could  OMB's  calculations  paint 
such  a  different  picture? 

The  only  way  to  know  for  sure  would  be  to  review  and  analyze 
the  assumptions  used  by  0MB  in  its  subsidy  model.  However,  the 
Administration  has  declined  to  disclose  those  assumptions.  It  is  ab- 
solutely essential  that  the  Administration  disclose  the  data  that 
will  allow  independent  verification  of  0MB  subsidy  calculations. 

Having  said  that,  we  believe  that  there  is  a  problem  with  the  liq- 
uidation process  that  must  be  corrected  in  order  to  bring  the  sub- 
sidy rate  back  into  line.  We  learned  less  than  48  hours  ago  that 
the  Administration  is  proposing  to  return  the  504  to  a  direct  loan 
basis  with  SBA  funding  CDC  debentures  by  borrowing  from  the 
U.S.  Treasury.  While  this  proposal  warrants  much  more  study  and 
consideration,  it  raises  several  immediate  concerns  that  have  to  do 
with  the  fundamental  viability  and  accountability  of  the  program. 

First,  we  know  that  if  the  504  debentures  were  sold  last  month 
in  the  private  market  at  a  rate  of  6.7  percent  had  instead  been  sold 
to  the  Treasury  through  FFB,  its  normal  window  for  the  Federal 
Agencies,  the  interest  rate  would  have  recognized  the  value  of  pre- 
payment and  would  have  been  within  a  few  basis  points  of  the  pri- 
vate market  rate. 

Where,  then,  is  the  70-basis  point  spread  that  under  SBA's  pro- 
posal pays  the  bulk  of  the  subsidy  rate  increase  coming  from?  We 
can  only  conclude  that  there  is  a  huge  loophole  in  the  Credit  Budg- 
et Act  which  is  allowing  Agencies  to  fund  a  large,  unappropriated 
subsidy  by  transferring  guaranteed  lending  programs  to  a  direct 
lending  basis.  Let  me  be  clear.  If  the  Treasury  is  using  its  own  bor- 
rowing rate  to  lend  to  borrowers  who  can  prepay  at  will,  it  is  sub- 
stantially subsidizing  that  borrower's  rate  of  interest. 

Second,  a  decision  to  return  the  504  Program  to  a  direct  loan 
program  would  destroy  10  years  of  progress  in  closing  the  gap  be- 
tween the  interest  rate  on  504  debentures  and  the  interest  rate  on 
corresponding  Treasury  securities,  thus  precluding  or  substantially 
slowing  any  future  effort  to  further  privatize  the  504  Program.  Our 
chart  shows  that  when  the  privatized  program  began  in  1986  the 
spread  over  Treasury  was  approximately  150  basis  points,  and  is 
currently  running  70  basis  points. 

Third,  a  debenture  portfolio  funded  directly  by  SBA  would  lack 
the  market  scrutiny  the  current  504  Program  receives,  which 
would  have  a  direct  impact  on  the  quality  of  the  portfolio.  Even 
though  the  existing  504  debenture  is  federally  guaranteed,  inves- 
tors have  a  keen  interest  in  keeping  accelerations  to  a  minimum. 

The  need  for  accountability  to  investors  in  order  to  maintain  a 
market  for  future  504  debentures  and  meet  the  standards  of  pub- 
licly offered  issues  creates  a  powerful  incentive  to  monitor  the  un- 
derwriting standards  and  manage  a  portfolio  well.  No  such  incen- 
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tive  exists  if  debentures  are  purchased  and  held  by  SBA  where 
there  is  no  market  test  of  the  securities  performance. 

Fourth,  changing  the  source  of  funds  does  nothing  to  address  the 
underlying  problems  that  have  generated  an  unacceptably  high  loss 
rate  on  504  dentures.  Based  on  our  assessment  of  the  504  loan 
portfolio  and  on  comparison  of  that  loan  portfolio  with  commercial, 
industrial  loans,  we  conclude  that  504  accelerations  are  very  much 
in  keeping  with  market  expectations  and  with  commercial  lending 
of  a  similar  nature. 

Therefore,  we  must  conclude  that  the  exceedingly  high  loss  rate 
is  due  either  to  inadequate  collateral  or  to  poor  or  inattentive  han- 
dling of  liquidation  once  the  loan  goes  into  default.  We  do  not  be- 
lieve that  original  collateral  evaluation  to  the  loan  level  is  the  real 
problem. 

Finally,  returning  504  to  a  direct  lending  program  may,  through 
an  apparent  loophole  in  the  Credit  Budget  Act,  create  a  savings  on 
paper  that  solves  the  subsidy  rate  problem  in  the  short-term.  How- 
ever, we  have  to  assume  that  that  loophole  will  not  exist  forever. 
When  Federal  accounting  systems  are  corrected  to  accurately  re- 
flect the  subsidy  costs  of  SBA's  direct  lending,  the  cost  of  maintain- 
ing a  direct  504  lending  program  will  be  prohibitive.  It  is  most  defi- 
nitely not  in  the  best  interest  of  the  borrower  or  of  the  public  policy 
to  bounce  the  program  back  and  forth  between  the  Treasury  and 
the  private  market  simply  for  the  purpose  of  achieving  a  periodic 
paper  savings — a  paper  savings  you  are  scoring  by  sleight  of  hand. 
Accounting  systems  aside,  to  return  504  to  Treasury  funding  is  to 
substitute  one  subsidy  for  another,  with  considerable  loss  in  the 
transition.  In  short,  we  understand  that  implementing  the  pro- 
grammatic changes  needed  to  improve  management  and  liquidation 
of  collateral  and  cut  losses  may  cause  some  pain  over  the  short 
term.  It  may  also  require  that  a  portion  of  the  subsidy  cost  of  the 
program  be  funded  through  appropriations  for  1  or  2  years,  until 
management  practices  are  put  in  place  to  bring  loss  rates  in  line 
with  industry  standards.  We  believe,  however,  that  this  is  the  fis- 
cally responsible  approach  and  one  that  is  preferable  to  taking  part 
in  a  budget  scheme  that  risks  the  integrity  and  possibly  the  future 
of  the  program.  To  that  end,  we  are  proposing  that  SBA  adopt  sim- 
ple and  straightforward  loan  underwriting  and  eligibility  standards 
and  concentrate  its  limited  resources  on  ensuring  that  participating 
CDC's  are  originating  loans  that  adhere  to  the  standards  and  effec- 
tively service  their  portfolios.  CDC's,  once  vested  with  the  greater 
loan  approval  authority,  would  be  subject  to  strict  underwriting 
and  performance  standards.  Those  that  do  not  live  up  to  those 
standards  would  be  disqualified  from  the  program.  We  also  rec- 
ommend that  SBA's  liquidation  functions  be  contracted  out  to  an 
experienced  liquidation  specialist.  The  speed  commitment  that  such 
a  specialist  would  bring  to  the  recovery  process  would  immediately 
improve  collections  and  cut  losses,  thereby  reducing  the  subsidy 
level  of  the  program.  We  understand  the  Agency  is  planning  to 
move  in  this  direction  and  applaud  this  action.  Given  the  impact 
of  inattentive  liquidation  practices  on  subsidy  costs,  this  action 
should  be  the  first  priority  of  the  Congress  and  the  Administration. 

Madam  Chair,  that  concludes  my  remarks.  I  do  have  one  ques- 
tion that  I  would  like  to  have  clarified  from  comments  that  Mr. 
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Lader  made,  and  that  is,  on  the  recovery  of  the  504  Program.  Are 
we  talking  about  currently  a  40  percent  recovery  of  the  504  loan 
amount,  or  are  we  talking  about  40  percent  recovery  of  the  total 
project  after  you  buy  out  the  first? 

Mr.  Lader.  Of  the  SBA  debenture. 

Mr.  LuECKENOTTE.  We  are  recovering  zero  under  on  the  504  loan 
now? 

Mr.  Lader.  No,  40  percent. 

Chair  Meyers.  I  don't  think  I  understood  that  question. 

Mr.  LUECKENOTTE.  Well,  if  I  could  put  it  in  a  numerical  example. 
We  have  a  million  dollar  project,  and  the  first  mortgage  is  $500,000 
and  the  504  loan  is  $400,000.  If  the  loan  goes  in  default,  SBA  buys 
out  the  bank's  $500,000.  At  that  point,  we  have  $900,000  exposure. 
The  40  percent  recovery  is  of  the  $900,000,  or  a  $360,000  recovery. 
We  have  laid  out  $500,000  for  the  first,  and  only  recovered 
$360,000  on  that;  so,  in  fact,  it  is  a  huge  negative  recovery. 

Chair  Meyers.  Thank  you.  I  appreciate  it.  Mr.  Lader,  you  con- 
firm this  40  percent? 

Mr.  Lader.  No,  Mr.  Lueckenotte's  example  is  incorrect.  SBA's  re- 
coveries in  the  504  Program  are  40  percent  of  the  SBA  debentures, 
not  the  total  project. 

[Mr.  Lueckenotte's  statement  may  be  found  in  the  appendix.] 

Chair  Meyers.  Mr.  Rafferty. 

Thank  you  very  much.  That  was  very  helpful. 

Ken,  we  are  glad  to  hear  from  you.  Mr.  Rafferty? 

TESTIMONY  OF  RAYMOND  R.  RAFFERTY,  GENERAL  PARTNER 
FOR  MERIDIAN  VENTURE  PARTNERS  OF  RADNOR,  PENN- 
SYLVANIA, REPRESENTING  THE  NATIONAL  ASSOCIATION  OF 
SMALL  BUSINESS  INVESTMENT  COMPANIES 

Mr.  Rafferty.  Thank  you  very  much,  Madam  Chairman. 

I  am  sitting  here  listening  closely  and  want  to  be  helpful.  I  sense 
that  my  colleagues  at  this  [indicating]  end  of  the  table  have  a  cer- 
tain issue.  There  is  some  tension  developing. 

Chair  Meyers.  No,  Mr.  Rafferty. 

Mr,  Rafferty.  I  want  to  give  you  maximum  opportunity  for  you 
to  resolve  your  interest  with  regard  to  those  other  programs.  I 
would  be  happy  to  follow  any  advice  as  to  how.  If  you  want  to 
change  the  time  parameters  for  our  testimony  or  suggest  we  come 
back  another  day? 

Chair  Meyers.  Go  ahead. 

Mr.  Rafferty.  Thank  you  very  much. 

Mr.  LaFalce.  He  is  doing  so  well,  maybe  we  should  send  him  to 
Northern  Ireland. 

Mr.  Rafferty.  Yes.  This  is  true. 

Let  me  introduce  myself  for  a  moment.  That  become  somewhat 
more  relevant.  I  am  a  General  Partner  of  Meridian  Venture  Part- 
ners, which  is  located  in  Radnor,  Pennsylvania.  Meridian  is  an 
SBIC  which  was  established  and  licensed  in  early  1987.  Currently, 
we  manage  approximately  $45  million  of  capital. 

What  we  do  is  provide  expansion  capital  to  a  diverse  set  of  busi- 
nesses in  a  diverse  set  of  industries  generally  located  in  the 
Midatlantic  States  or  the  Midatlantic  region.  I  would  like  to  offer 
an  example  of  what  we  do  in  order  so  that  you  can  have  a  better 
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understanding  of  where  we  are  coming  from  in  terms  of  our  testi- 
mony and  with  regard  to  the  matters  before  the  Committee  today. 

I  would  Uke  to  offer  as  an  example  an  investment  that  we,  our 
SBIC,  made  in  a  company  called  Mothers  Work.  We  made  our  ini- 
tial investment,  we  were  the  initial  founders  in  Mothers  Work. 
Mothers  Work  recently  successfully  competed  to  become  the 
NASBIC  1995  Portfolio  Company  of  the  Year.  That  was  a  some- 
what heated  competition. 

Let  us  use  Mothers  Work  as  an  example  of  how  the  program,  the 
SBIC  Program,  can  really  achieve  some  very  specific  and  signifi- 
cant results  not  only  in  terms  of  returns,  which  is  somewhat  our 
major  interest,  but  in  terms  of  some  major  aspects  of  employment 
and  contribution  to  the  overall  economy. 

Mothers  Work  today  is  a  publicly  held  company  and  employs 
over  2,500  people.  They  are  in  the  retailing  business.  They  are  a 
specialty  retailer  of  maternity  wear.  They  have  now  455  retail  out- 
lets, and  they  are  operating  in  43  States. 

It  was  a  pleasure  to  be  a  part  and  a  sponsor  of  that  company  be- 
cause we  could  see  the  results  that  were  achieved.  We  are  proud 
that  we  are  able  to  do  that  in  the  context  of  being  an  SBIC  and 
happy  to  be  here  today  to  try  to  speak  with  you  about  some  issues 
or  items  that  we  think  are  relevant  to  the  program's  vitality,  con- 
tinued vitality.  I  am  just  going  to  try  to  focus  on  three.  Madam 
Chairman,  and  try  to  do  that  in  a  deliberate  fashion  to  facilitate 
the  hearing  process. 

First,  this  program  needs  and  deserves  funding  growth,  growth 
in  funding.  In  1992  legislative  initiatives  did,  in  fact,  foster  a  ren- 
aissance, or  rebirth,  of  the  SBIC  Program. 

While  the  President's  proposed  1997  program  levels  show  com- 
mitment to  the  program,  we  believe  that  those  levels  must  be 
viewed  as  or  seen  as  the  minimum  required  to  meet  what  we  think 
would  be  characterized  as  a  prudent  but  inherent  growth  associ- 
ated with  this  program. 

We  understand  that  more  private  capital,  and  I  think  the  num- 
ber is  $834  million,  has  been  invested  in  the  program  in  the  last 
2  years.  That  is  more  than  has  been  invested  in  the  previous  15 
years,  and  all  to  the  benefit  of  U.S.  small  businesses. 

Chair  Meyers.  Excuse  me,  Mr.  Rafferty. 

Mr.  Rafferty.  Thank  you. 

Chair  Meyers.  I  have  a  vote  in  another  Committee.  I  will  be 
right  back.  Mr.  Torkildsen  will  take  the  chair. 

Mr.  Rafferty.  Thank  you. 

Mr.  Torkildsen.  [Presiding]  Mr.  Rafferty,  have  you  finished 
your  testimony? 

Mr.  Rafferty.  If  that  be  your  desire. 

Mr.  Torkildsen.  We  are  a  very  flexible  group  here.  If  you  would 
like  to  make  some  additional  points,  feel  free  to  do  so. 

Mr.  Rafferty.  Thank  you  very  much. 

I  will  get  to  it.  John  has  taught  me  to  get  to  the  point.  The  point 
I  wanted  to  make,  when  the  chairperson  had  to  leave,  is  that  there 
is  a  very  sound  and  deep  support  from  the  private  sector  that  has 
been  associated  with  this  program.  That  is  very  important  for  you 
to  accept. 
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The  need  for  this  program  is  for  us  to  estabhsh  a  stable  funding 
environment.  One  that  we  can  have  the  abiUty  to  forecast  for  a 
foreseeable  time  in  the  future  that  is  associated  with  a  normal  in- 
vestment cycle. 

Second,  the  fees  charged  in  terms  of  the  President's  proposal 
must  be  reasonable.  While  our  industry  is  willing  to  pay  reasonable 
fees  to  ensure  program  growth,  we  have  a  notion  that  the  Presi- 
dent's fee  increase  proposal  is  at  the  outer  limits  of  what  might 
meet  this  point. 

Third,  is  that  the  program  Administration  of  the  SBA  deserves 
high  marks.  In  our  case,  that  is  a  unanimous  conclusion  of  our  in- 
dustry. There  are,  however,  some  improvements  that  can  be  made 
and  should  be  considered  by  the  Congress.  There  are  two  that  have 
our  particular  attention  and  should  have  your  specific  support. 

First,  is  that  the  authority  given  to  the  SBA  be  expanded  so  that 
they  can  disperse  committed  funds  over  a  5-year  period.  That  5- 
year  period  relates  essentially  to  an  investment  cycle  for  a  particu- 
lar fund.  To  the  extent  that  you  can  reduce  the  uncertainty  of  fund- 
ing being  made  available  to  a  licensee,  you  have  increased  the  op- 
portunity for  returns. 

Second,  we  would  like  the  authority  be  given  to  the  SBA  or  the 
legislation  to  be  amended  that  would  allow  for  indexing  the  current 
cap  on  leverage  available  to  any  one  SBIC,  which  is  currently  now 
$90  million.  It  would  make  a  lot  of  sense  for  it  to  have  the  oppor- 
tunity to  relate  to  the  index.  I  do  have  more  specific  information 
on  each  of  those  three  points.  That  information  is  contained  in  the 
written  testimony. 

It  seems  to  me  that  it  would  be  appreciated  by  the  Committee 
if  we  were  to  rely  on  the  submission  of  that  written  testimony  as 
a  way  to  present  our  arguments  with  regard  to  these  matters  to 
the  Committee  for  its  further  consideration. 

Mr.  TORKILDSEN.  Without  objection,  everyone's  complete  state- 
ment will  be  included  in  the  record.  We  appreciate  that. 

Mr.  Rafferty.  Thank  you  very  much. 

The  one  item  that  we  were  asked  to  pay  a  little  attention  to  by 
the  Committee  was  its  concern  about  the  liquidation  function  at 
the  SBA. 

Everyone  involved  believes,  at  least  in  our  industry  association, 
that  there  are  instances  when  liquidation  of  an  SBIC  may  be  re- 
quired. The  liquidation  should  be  carried  out  quickly  and  as  expedi- 
tiously as  possible  and  in  a  manner  that  maximizes  the  return  to 
the  Government  while  protecting  the  interest  of  the  small  business 
that  is  contained  in  the  liquidating  SBIC's  portfolio. 

To  the  extent  that  there  can  be  improvement  in  this  area,  it  is 
to  everyone's  best  interest — we  understand  that  there  is  an 
outsourcing  or  privatization  proposal  being  considered  by  the  Com- 
mittee. 

We  have  no  particular  facts  upon  which  to  base  a  specific  rec- 
ommendation, or  give  you  advice  from  our  industry  association 
with  regard  to  that  issue  but  are  very  willing,  and  I  think  in  some 
instances  very  able,  to  be  helpful  in  participating  in  evaluation  of 
that  alternative,  if  it  would  be  helpful  and  valuable  to  the  Commit- 
tee in  order  to  get  its  job  done. 
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In  conclusion,  we  do  want  to  thank  you  for  the  opportunity  to  ap- 
pear today.  We  hope  you  invite  us  back.  We  are  proud  to  be  part 
of  the  partnership  between  the  Government  and  the  U.S.  taxpayers 
and  the  private  sector.  We  think  that,  in  general,  the  program  has 
accomplished  much  since  its  inception  in  1958,  and  it  is  now  poised 
to  accomplish  even  more  going  forward. 

We  commend  the  President  and  Administrator  Lader  for  the  sup- 
port they  have  shown  for  the  program  in  the  President's  Fiscal 
Year  1997  Budget  Proposal.  We  appreciate  the  support  the  pro- 
gram has  enjoyed  from  this  Committee  and  look  forward  to  work- 
ing with  you  to  ensure  that  the  SBIC  Program  realizes  its  full  po- 
tential in  helping  small  businesses  create  jobs  and  economic  growth 
that  is  so  critical  to  our  country. 

Mr.  TORKILDSEN.  Thank  you,  Mr.  Rafferty. 

[Mr.  Rafferty's  statement  may  be  found  in  the  appendix.] 

Mr.  TORKILDSEN.  Mr.  Lader,  did  you  want  to  make  a  comment? 

Mr.  Lader.  Congressman,  three  quick  bullet  points  in  response 
and  observation.  It  is  interesting  in  a  program  where  the  subsidy 
rate  has  gone  down,  there  is  no  talk  of  subsidy  rates.  Interesting 
phenomenon. 

Second,  the  fee  that  is  included  in  the  President's  budget  request 
was  the  result,  and  I  realize  you  stated  Mr.  Rafferty,  as  the  outer 
limits  of  the  fee,  the  fee  I  believe  was  the  recommendation  of  a  re- 
invention council  for  the  program  that  was  an  industry-led  effort. 

Third,  when  you  talk  similarly  of  recognizing  the  past,  when  we 
are  dealing  with  liquidation  questions  in  the  SBIC  Program,  you 
have  to  recognize  at  the  start  of  this  Administration,  we  inherited 
187  SBIC's  in  liquidation.  We  have  now  today  about  250  SBIC's. 
In  all  of  our  programs,  we  all  have  to  live  with  history  as  well  as 
plan  for  the  future.  Just  three  observations. 

Mr.  TORKILDSEN.  I  appreciate  those  points  very  much.  Mr. 
Lueckenotte  made  some  very,  very  strong  statements  on  the  504 
Program.  Would  you  care  to  agree  or  disagree  with  any  of  those? 

Mr.  Lader.  I  am  going  to  ask  Patricia  Forbes  to  comment  on 
some  of  the  liquidation  issues,  since  she  oversees  that  area. 

I  would  like  to  state,  Ken,  I  share  your  concern  about  how  we 
deal  with  funding  the  program,  but  I  have  a  few  observations.  I  be- 
lieve that  the  504  Program  is  a  very  vital  program  to  the  economy. 
I  do  not  believe  that  there  is  a  private  market  alternative  to  what 
the  504  beneficiaries  receive.  If  we  do  not  move  to  the  Treasury  di- 
rect funding  of  it,  then  under  the  6.85  percent  subsidy  rate  cal- 
culated by  0MB  we  would  need  as  you  point  out,  about  $180  mil- 
lion in  additional  budget  authority. 

Madam  Chair,  I  do  not  know  where  that  $180  million  comes 
from.  It  cannot  come  from  the  other  programs.  There  are  not  the 
additional  funds. 

I  hope.  Ken,  you  understand  we  were  simply  trying  to  find  what 
was  the  best  solution  with  the  cards  that  we  were  handed  by  his- 
tory at  this  time.  I  understand  your  concern. 

I  would  like  Ms.  Forbes  to  comment  on  the  recovery  liquidation 
issues. 

Ms.  Forbes.  If  I  could  start  with  the  question  of  the  Treasury 
rate  and  how  the  difference  in  the  spread  did  not  seem  to  add  up 
the  way  we  were  adding  it.  What  we  considered  in  our  proposal 
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when  we  go  to  direct  is  to  not  impose  any  additional  fees  on  the 
CDC,  because  those  are  our  private  sector  partners,  as  well  as  no 
additional  fees  on  the  small  businesses. 

What  we  would  do  is  take  the  existing  fees  that  they  are  already 
paying  to  various  underwriters,  et  cetera,  as  well  as  the  Va  fee, 
passed  by  Congress  in  October,  in  addition  to  the  spread.  Our  cal- 
culations come  out  with  a  reduction  from  6.85  to  zero,  just  to  clar- 
ify that. 

Mr.  TORKILDSEN.  If  I  may  follow  up  on  that.  Why  is  it  necessary 
to  go  from  a  guaranteed  program  to  a  direct  lending  program  to 
achieve  that;  to  go  from  6.85  to  zero? 

Mr.  Forbes.  The  fees  that  are  paid  right  now  to  underwriters, 
et  cetera,  if  it  were  to  remain  a  guaranteed  program,  those  entities 
would  still  want  to  get  their  fees.  We  would  have  to  impose  addi- 
tional fees  of  that  magnitude. 

Mr.  TORKILDSEN.  Congresswoman  Meyers,  do  you  have  any  ques- 
tions? 

Chair  Meyers.  Yes.  I  wonder  if  there  is  any  real  saving,  how- 
ever, in  direct  lending  as  opposed  to  guarantee  lending?  I  would 
like  Ken  to  comment  on  this  and  then  Ms.  Forbes  and  Mr.  Lader. 

Mr.  Lueckenotte.  I  would  like  to  make  a  couple  of  comments 
and  also  ask  Mr.  Cook  to  make  a  couple  of  comments.  The  fees  that 
Ms.  Forbes  is  relating  to,  in  the  current  program  there  is  a  quarter 
of  a  percent  up-front  fee  for  the  funding  fee,  there  is  also  %  of  1 
percent  for  the  underwriters,  which  totals  up  to  Va  of  1  percent  as 
an  up-front  fee.  In  round  numbers,  if  the  current  subsidy  is  6.85 
and  if  that  %  were  applied  to  that,  we  would  be  down  to  a  6  per- 
cent subsidy. 

Where  we  believe  the  real  savings,  if  you  will,  that  the  Adminis- 
tration is  proposing  is  on  the  interest  rate  that  the  borrower  pays 
itself.  There  is  currently,  as  the  one  chart  showed,  a  70-basis  point 
spread  from  a  10-year  Treasury  security  to  the  interest  rate  that 
our  borrowers  pay  on  the  debenture.  According  to  the  Administra- 
tion's proposal,  that  70  basis  points  would  cover  the  6  percent. 

Is  that  correct? 

Ms.  Forbes.  That  is  right.  The  other  factor  that  was  not  appar- 
ent in  your  statement  is  that  we  are  not  planning  to  use  the  FFB. 
If  we  were  to  use  the  FFB,  it  would  add  an  additional  eighth. 

Mr.  Lueckenotte.  I  am  not  saying  that  you  did  plan  to  use  the 
FFB.  However,  the  other  comment  that  we  made  in  the  testimony 
is  that  FFB  has  what  I  call  a  "similar  security"  to  our  504  deben- 
ture. Under  that  I  think  their  pricing  in  March  would  have  been 
within  three  basis  points  of  our  pricing,  had  they  had  the  same  call 
provisions.  That  is  where  we  are  looking  at  where  your  70  basis 
points  to  apply  to  the  subsidy  is  as  a  result  of  the  credit  scoring 
and  not  comparing  apples  with  apples. 

Mr.  TORKILDSEN.  Because  we  have  a  lot  of  hot  topics  to  cover,  I 
am  going  to  institute  a  5-minute  rule  on  members  of  the  Commit- 
tee in  asking  questions  and  go  through  rotation.  I  would  like  to 
start  and  go  back  on  some  subjects  that  were  touched  upon. 

Mr.  Lader,  first  off,  did  I  understand  you  in  your  presentation  to 
say  that  the  Low  Doc  Program  was  performing  either  better  or  had 
more  positive  numbers  than  the  7(a)  Program  overall?  Was  that 
correct? 
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Mr.  Lader.  That  is  exactly  the  case  relative  to  non-Low  Doc 
loans  under  $100,000.  Now,  I  qualify  that  by  saying,  having  begun 
that  program  in  December  1993,  the  SBA  has  to  recognize  that  is 
not  a  seasoned  portfolio.  However,  the  currency  rate  on  those  loans, 
the  audits  we  have  done  and  all  the  other  attention  we  have  de- 
voted to  the  program,  suggests  that  it  is  performing  at  least  as  well 
as  the  rest  of  the  portfolio. 

Mr.  TORKILDSEN.  Are  you  comparing  other  loans  in  the  7(a)  Pro- 
gram with  these  Low  Doc  loans?  Are  these  other  loans,  loans  that 
have  been  out  for  a  similar  amount  of  time? 

Mr.  Lader.  Yes. 

Mr.  TORKILDSEN.  You  are  comparing  apples  to  apples. 

Mr.  Lader.  There  are  two  types  of  apples  in  this,  one  are  loans 
that  have  been  made  in  the  same  period  of  time  generally,  and 
ones  that  have  been  made  in  the  same  period  of  time  under 
$100,000.  The  conclusion  that  you  summarized  is  applicable  to  both 
of  those  analyses. 

Mr.  TORKILDSEN.  With  that  information,  then  let  us  go  back  to 
just  last  year  for  some  information  that  I  requested  and  that  the 
Administration  could  not  provide.  Can  you  now  provide  us  with  a 
separate  subsidy  rate  for  the  Low  Doc  Program  broken  out  sepa- 
rately from  the  7(a)  Program  overall? 

Mr.  Lader.  One  can  provide  that  as  an  academic  exercise.  The 
difficulty  is  that  I  would  not  recommend,  as  a  matter  of  public  pol- 
icy, that  we  have  a  separate  subsidy  rate  for  the  Low  Document 
Program  from  the  rest  of  the  portfolio.  The  genius,  if  you  will,  of 
the  7(a)  Program  amongst  other  points  of  importance  is  the  blend- 
ing rate. 

Mr.  Lader.  Mr.  LaFalce  raised  the  point  before  of  what  is  the 
proper  amount  of  losses  on  these.  Tom  Kleppe,  who  was  Adminis- 
trator for  5  years,  gave  me  one  wonderful  bit  of  advice.  He  said, 
"Anytime  any  Member  of  Congress  raises  the  question  that  your 
losses  have  gone  up  or  have  come  down  too  far,  that  you  are  letting 
loans  be  guaranteed  that  would  have  been  made  without  it  simply 
say:  'What  is  the  percentage  you  want  us  to  manage  to?'"  It  is  a 
public  policy  question  as  to  what  is  the  level  of  risk.  I  tend  to  think 
that  it  is  better  to  mix  and  blend. 

Mr.  TORKILDSEN.  I  certainly  am  not  objecting  to  the  fact  that  the 
program  is  mixed,  but  I  think  it  is  important  to  know  the  impor- 
tance of  any  program.  You  need  to  measure  if  one  program  is  hem- 
orrhaging and  the  other  three  are  healthy.  You  don't  want  the  one 
hemorrhaging  program  to  kill  off  the  three  healthy  ones. 

Mr.  Lader.  I  would  be  very  pleased  promptly  to  share  with  you 
the  data  that  we  have  regarding  the  Low  Doc  Program  for  your 
analysis  of  how  it  compares. 

Chair  Meyers.  Mr.  Lader,  that  is  exactly  the  question  that  I  was 
getting  to  when  you  had  the  chart  up.  I  asked  whether  we  have  dif- 
ferent analyses  of  how  these  different  kinds  of  programs  are  doing? 
We  really  should  have  that. 

Mr.  Lader.  We  do  and  can  provide  that  for  different  programs. 
As  for  different  types  of  borrowers,  we  do  not  necessarily  have  that 
in  the  same  scientific  fashion  going  back  to  1983  in  terms  of 
women-owned,  minority-owned,  which  industry.  We  have  data,  but 
the  data  isn't  as  complete  going  back  that  whole  period.  That  is 
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why  I  was  saying  we  cannot  give  you  the  level  of  detail  you  and 
I  would  like. 

Mr.  TORKILDSEN.  If  I  could  follow  up  on  that  overall  program,  the 
conference  report  on  the  7(a)  Program  had  a  blended  rate,  and  we 
had  come  up  with  a  subsidy  rate  of  1.06  percent  instead  of  the  2.68 
or  2.74  percent  from  the  year  before. 

I  am  not  sure  that  everyone  realizes  there  was  a  move  afoot  to 
abolish  the  SBA.  There  are  some  Members,  including  a  few  on  this 
Committee  but  more  in  the  House  at  large,  who  would  like  to  abol- 
ish the  SBA  because  they  do  not  feel  it  is  the  proper  role  of  Govern- 
ment. I  believe  it  is. 

One  of  the  arguments  I  made  for  keeping  the  SBA  is  not  only 
was  it  performing  a  useful  function,  but  it  was  doing  so  at  less  of 
a  cost  to  the  taxpayers.  Now  this  year  you  are  saying  that  that  1.06 
percent  rate — I  do  not  know  whether  you  are  saying  that  it  is  an 
aberration  or  if  it  was  not  calculated  correctly — you  are  saying  to 
this  Committee  that  you  over  doubled  the  subsidy  rate  for  the  7(a) 
Program. 

I  have  to  ask,  How  could  that  happen?  How  could  the  rate  go 
down  to  1.06  and  then  immediately  go  back  to  its  previous  level, 
when  not  every  fee  increase  that  the  Administration  asked  for  was 
passed  by  the  Congress  but  some  of  those  fee  increases  were 
passed.  Even  with  those  higher  fees,  you  are  saying  that  the  sub- 
sidy rate  has  to  go  back.  How  could  that  happen? 

Mr.  Lader.  Well,  two  answers  if  I  can.  First,  in  terms  of  the 
value  of  the  program,  I  share  your  enthusiasm  for  the  importance 
of  the  program  to  the  economy.  We  are  continuing  to  do  more  with 
less.  If  you  look  at  our  staffing,  for  example,  we  were  down  at  the 
SBA  21  percent  in  terms  of  personnel  since  the  start  of  the  Admin- 
istration. 

Chair  MEYERS.  Where?  Here  or  in  the  regions? 

Mr.  Lader.  That  is  overall,  but  at  headquarters  we  are  down  28 
percent  since  the  start  of  the  Administration.  Since  I  first  appeared 
before  you  and  started  this  job,  we  are  down  18  percent  in  head- 
quarters. Overall,  we  are  down  21  percent.  I  can  give  other  statis- 
tics pointing  to  how  we  are  doing  more  with  less. 

However,  the  big  aggregate  item  in  our  budget,  the  focus  of  our 
conversation  here  today,  is  that  subsidy.  I  want  to  correct  you,  be- 
cause it  is  not  something  that  occurred  in  the  lending  activities  or 
the  management  activities  in  the  past  year,  2  or  3  years,  or  any 
specific  period  like  that  that  leads  to  a  different  subsidy  rate. 

It  is  simply  the  conclusion  of  the  first  major  credit  analysis  of  the 
loan  portfolio  of  any  major  credit  agency.  That  is  what  changes  our 
view  of  how  we  need  conservatively  to  protect  against  losses  ex- 
ceeding our  projections. 

Mr.  TORKILDSEN.  Well,  let  us  expand  on  that.  Last  year,  Mr. 
Lader,  you  testified  before  this  Committee  that  you  were  proposing 
changes  on  behalf  of  the  Clinton  Administration  not  to  get  the  sub- 
sidy rate  down  to  1.06  percent,  but  you  were  proposing  changes  to 
get  to  a  zero  percent  subsidy  rate.  I  applauded  you  then.  Are  you 
telling  me  you  made  that  proposal  without  any  study  done  at  all 
on  which  to  base  that? 

Mr.  Lader.  Heavens  no.  We  did  it  based  on  the  data  that  was 
available  at  that  time.  The  most  recent  study  was   1990,   1991, 
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based  on  a  comprehensive  review  of  the  portfoUo  at  that  time.  In- 
cremental data  had  been  collected,  but  there  had  not  been  done  the 
type  of  transaction  specific,  again  25  million  transactions,  done 
over  this  1983-1995  period.  We  instituted  that  soon  after  the  hear- 
ing to  which  you  refer,  and  that  has  taken  about  a  year  to  com- 
plete. 

Mr.  TORKILDSEN.  You  did  not  have  adequate  or  realistic  informa- 
tion by  which  to  make  that  statement,  then,  make  that  request  for 
a  zero  percent  subsidy  rate? 

Mr.  Lader.  We  had  as  good  a  data  then  as  the  Agency  had  or 
better  for  the  previous  12  or  15  years.  What  we  are  simply  saying 
is  the  level  of  detail  now  is  in  such  a  geometrical  proportional  dif- 
ference that  we  have  been  able  to  help  0MB  in  reaching  these  con- 
clusions. 

Another  point,  we  drove  then  the  point  of  getting  the  subsidy 
rate  to  zero  based  on  more  of  a  user  pay  mentality,  that  the  prin- 
cipal beneficiaries  of  the  program,  the  lenders  and  the  small  busi- 
ness borrowers,  should  pay  the  cost  of  carrying  the  program. 

There  was  a  disagreement  as  to  what  extent  there  should  be  a 
general  taxpayer  subsidy  of  the  program.  Some  compromises  were 
reached.  That  is  what  led  to  some  new  fees,  the  lower  guarantee 
rate,  which  we  had  proposed,  and  the  subsidy  rate  going  down  to 
the  1.06  percent.  The  getting  to  zero  was  not  a  function  of  our 
study  or  our  calculation.  It  was  a  comprehensive  proposal  that  was 
being  submitted. 

Mr.  TORKILDSEN.  I  would  like  to  pursue  this.  However,  I  will 
abide  by  the  5-minute  rule  for  Members  and  will  return  to  this  a 
little  bit  later. 

Mr.  LaFalce,  did  you  have  any  more  questions? 

Mr.  LaFalce.  Just  a  few.  First  of  all,  we  have  rehashed  the  sub- 
sidy issue,  and  we  have  gone  over  the  same  ground  many,  many 
times.  I  will  not  get  into  that,  therefore,  let  me  say  on  thing, 
though.  Mr.  Lader,  every  single  administrator  has  come  before  our 
Committee  and  viewed  the  success  of  the  SBA  Program  very  often 
by  the  amount  of  loan  activity  by  the  SBA,  et  cetera. 

They  give  awards  to  banks  because  of  their  participation  with 
the  SBA.  I  would  like  you  to  consider  giving  more  awards  to  banks. 
Those  banks  that  give  the  most  loans  to  the  small  business  commu- 
nity as  a  percentage  of  their  total  loans  and  outright  without  SBA 
assistance.  Unless  you  can  see  that  part  of  the  equation,  you  can't 
really  understand  who  is  doing  a  decent  job  of  fulfilling  the  needs 
of  the  small  business  community. 

I  think  the  most  important  statistic  that  has  been  mentioned 
today  has  been  by  Mr.  Wilkinson  on  page  5,  when  he  said: 

"A  Federal  Reserve  paper  on  small  business  lending  indicates 
that  small  business  lending  by  banks  declined  34  percent  from 
1989  to  1994,  and  it  is  estimated  that  such  lending  will  decline  an- 
other 32  percent  in  the  next  5  years." 

This  is  devastating  to  the  small  business  community.  This  is  a 
void  that  the  SBA  cannot  hope  to  fill,  and  so  we  must  address  that 
problem.  Now,  that  does  not  necessarily  mean  that  the  small  busi- 
ness community  is  not  getting  loan  money;  it  says  that  banks  are 
not  giving  it,  so  we  have  to  go  beyond  the  Federal  Reserve  study. 
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The  Federal  Reserve  study  by  the  standard,  Mr.  Wilkinson,  was 
only  applicable  to  banks.  We  have  to  find  out  if  there  are  nontradi- 
tional  financial  institutions  that  have  stepped  into  the  breach. 

My  intuitive  sense  is  that  there  is  not.  There  are  some,  to  be 
sure,  but  I  don't  think  that  they  have  filled  the  breach  at  all.  I 
think  that  we  have  a  problem  there. 

To  the  extent  that  the  SBA  attempts  to  fill  that  breach,  that,  by 
definition,  will  increase  the  loss  ratio.  If  we  truly  only  give  the 
loans  that  the  banks  would  not  give,  then  that  will  increase  our 
loan  ratio.  We  must  be  willing  to  accept  that  as  part  of  the  cost 
of  the  SBA's  doing  business  and  fulfilling  its  mission. 

I  am  not  saying  the  higher  the  loss  ratio,  the  better.  That  is  ab- 
surd. I  am  not  saying  we  should  not  be  quite  concerned  about  it, 
but  we  have  to  keep  it  in  perspective  and  have  a  balance.  Mr. 
Rafferty,  you  represent  the  SBIC's.  I  bet  you  have  a  very  high  loss 
ratio  that  you  have  to  count  on.  Mothers  Helper?  What  is  the  name 
of  it? 

Mr.  Rafferty.  Mothers  Work. 

Mr.  LaFalce.  Mothers  Work  making  up  for  three  or  four  or  five 
of  the  losses.  Is  that  basically  correct? 

Mr.  Rafferty.  We  can  accept  that. 

Mr.  LaFalce.  You  just  agree. 

Mr.  TORKILDSEN.  Mr.  Chrysler,  do  you  have  any  questions? 

Mr.  Chrysler.  Mr.  Lader,  you  mentioned  in  your  presentation 
that  President  Clinton  had  five  goals  for  the  SBA.  We  have  been 
doing  some  work  on  a  small  business  bill  of  rights.  Five  of  the  bills 
that  were  not  there  that  I  thought  should  clearly  be  there  would 
be  tort  reform,  health  care,  tax  relief,  balancing  the  budget,  and 
lower  interest  rates.  Those  are  the  things,  certainly  from  my  expe- 
rience, and  I  will  add  capital  access,  which  I  will  address,  and  reg- 
ulatory reform,  which  you  did  address,  are  really  the  things  that 
small  business  needs  and  wants  their  Government  to  be  doing,  cer- 
tainly get  out  of  their  way  a  little  bit  at  least  making  capital  at 
least  available,  which  I  think  a  balanced  budget  would  do,  lowering 
interest  rates  on  that  capital.  Those  are  the  things  that  will  make 
small  business  successful,  more  than  all  the  loans  programs  in  the 
world.  Do  you  have  any  thoughts  why  those  five  things  were  ex- 
cluded? 

Mr.  Lader.  If  I  might,  Congressman.  I  am  very  pleased  that  you 
asked  this  question  because  if  I  remember  correctly,  we  all  know 
you  have  been  a  very  successful  small  business  owner  and  have 
been  a  recipient  of  an  SBA  loan.  That  is  one  of  my  partial  re- 
sponses as  to  why  these  loans  are  important  to  help  entrepreneurs 
like  you  and  others  succeed.  Of  those  that  I  refer  to  as  goals  for 
SBA  specifically  as  an  Agency,  one  of  them  is  advocacy. 

Advocacy  is  meant  to  summarize  a  variety  of  proposals  such  as 
those  you  mentioned  which  are  beyond  the  sole  impact  of  SBA  obvi- 
ously. There  are  in  the  President's  overall  budget.  Congressman,  a 
number  of  items  which  may  not  go  as  far  or  totally  in  the  direction 
we  would  like,  but  I  believe  are  very  helpful  to  small  business,  and 
if  I  might  address  them  very  quickly. 

For  example,  the  President  continues  a  very  strong  commitment 
to  a  balanced  budget,  to  deficit  reduction.  The  proposals,  for  exam- 
ple, in  this  budget — again,  this  is  not  the  SBA-specific  budget,  but 
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the  President's  overall  budget — increased  expensing  of  small  busi- 
nesses from  $17,500  to  $25,000. 

As  you  remember  when  you  were  getting  your  business  started, 
each  of  your  businesses  started,  being  able  to  expense  at  a  high 
amount  is  very  helpful  to  you.  In  fact,  more  than  1  million  small 
businesses  last  year  took  advantage  of  the  $17,500  level,  much  less 
the  $25,000. 

The  President  proposes  in  his  budget,  once  again  the  NEST  Plan, 
which  is  a  portable,  simplified  pension  plan  for  small  businesses 
and  the  employees  of  small  businesses.  He  proposes  increasing  the 
deductibility  of  health  insurance  for  the  self-employed  from  30  per- 
cent to  50  percent. 

He  proposes  in  this  budget,  for  example,  in  terms  of  the  estate 
tax — and  I  know  from  our  prior  conversations  this  doesn't  go  far 
enough  for  your  views,  but  I  think  it  is  a  significant  help — a  way 
of  selecting  for  small  businesses  certain  assets  under  an  aggregate 
size  whose  tax  liability,  upon  the  demise  of  the  owner,  can  be  de- 
layed with  a  reduced  interest  cost.  These  are  just  a  few  of  the  ex- 
amples of  specific  items  in  the  budget  outside  the  SBA  particular 
budget  that  I  do  believe  are  very  helpful  to  small  businesses. 

As  an  advocate,  as  the  SBA  is  for  small  business,  the  kinds  of 
items  you  mentioned  are  the  things  we  are  fighting  for  on  behalf 
of  small  businesses  on  the  current  agenda. 

Mr.  Chrysler.  Obviously,  the  small  business  loan  that  I  had  was 
one  of  my  high  points  in  my  business  career,  as  you  will  recall  from 
our  conversations.  Being  only  one  of  four  people  in  the  Congress 
today  that  has  a  manufacturing  background,  the  $17,500  of  the 
$25,000  really  does  not  get  you  to  where  you  need  to  be  in  a  manu- 
facturing base. 

We  will  continue  to  pursue  our  small  business  bill  of  rights  and 
try  to  get  the  Government  to  work  with  small  businesses  to  truly 
create  the  kind  of  job  growth  that  I  think  can  be  created  in  this 
country  with  a  better  understanding  of  what  business  needs. 

Mr.  TORKILDSEN.  Thank  you.  Congressman  Chrysler. 

Congressman  Velazquez? 

Ms.  Velazquez.  Thank  you,  Mr.  Chairman. 

Mr.  Lader,  my  question  is  not  related  to  SBIC  or  CPI  rates  or 
liquidation,  it  is  just  a  simple  question.  Based  on  your  written  and 
oral  presentation,  I  just  would  like  for  you  to  share  with  me.  How 
does  your  Agency's  budget  request  for  fiscal  year  1997  reflect  the 
Administration's  commitment  to  small  businesses  in  disadvantaged 
areas? 

Mr.  Lader.  In  several  ways.  I  can  give  you  some  particulars.  We 
have  opened,  for  example,  three  one-stop  capital  shops,  two  have 
already  opened  in  Boston  and  Philadelphia  and  a  third  in  Kansas 
City,  Kansas,  to  be  opened  in  a  few  weeks. 

These  do  make  available  in  the  inner  city  the  kinds  of  com- 
prehensive services  that  the  SBA  can  provide  through  our  resource 
partners.  We  are  continuing  those  in  the  President's  overall 
empowerment  zone,  enterprise  community.  That  is  one  specific  ex- 
ample. Another,  we  have  opened  business  information  centers, 
which  are  again  public/private  partnerships. 

Ms.  Velazquez.  You  are  closing  some  of  them,  are  you  not? 

Mr.  Lader.  Not  to  my  knowledge. 
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Ms.  Velazquez.  OK. 

Mr.  Lader.  Now  that  you  have  raised  the  question,  I  will  cer- 
tainly investigate  that,  but  not  to  my  knowledge.  These  are  public/ 
private  partnerships — in  Baltimore,  for  example,  Nation's  Bank 
and  Bell  Atlantic  are  partners. 

This  leads  to  a  storefront  location  right  in  the  heart  of  the  city 
of  the  kinds  of  resources — computers,  hardware,  software,  subscrip- 
tions to  periodicals — that  the  small  business  person  or  the  prospec- 
tive small  business  person  could  not  afford  himself  or  herself,  but 
can  go  in  and  have  that  type  of  access. 

In  addition  to  that,  the  President's  budget  continues  a  level  fund- 
ing for  SCORE  volunteers,  retired  executives,  13,000  around  the 
country.  We  have  asked  the  SCORE  volunteers  to  focus  major  ener- 
gies on  trying  to  help  the  disadvantaged  not  just  take  a  job,  but 
to  make  a  job. 

The  Small  Business  Development  Centers  stays  at  a  level  fund- 
ing of  $72  million.  We  have  950  locations  around  the  country. 
Those  locations  are  seeking  to  try  to  help  all  prospective  and  cur- 
rent small  business  persons,  but  certainly  the  underprivileged  or 
the  disadvantaged  as  well. 

Let  me  give  you  a  final  specific  example,  and  I  could  give  many 
more.  Recognizing  that  there  have  been  certain  lending  practices  in 
the  past  which  have  not  been  favorable  to  the  disadvantaged  com- 
munities— to  women,  to  minorities,  and  the  like — the  SBA  over  the 
last  several  years  has  initiated  certain  initiatives  such  as  a  wom- 
an's and  a  minority  prequalification  program. 

When  an  individual  who  has  had  a  bad  experience  in  seeking 
commercial  loans  can  come  to  the  SBA  with  a  business  plan,  dem- 
onstrate what  he  or  she  is  seeking  to  do  and  can  get  a 
prequalification  for  a  guarantee,  he  or  she  can  then  take  that  guar- 
antee as  a  minority  to  a  commercial  bank,  1  of  our  7,000  lender 
partners  and  say,  "I  already  have  "X,"  now  make  the  loan." 

I  hope  this  is  responsive  to  some  of  the  specific  things  that  we 
are  trying  to  do.  That  is  how  we  have  been  able  to  have  the  very 
significant  percentage  increase  in  loans  to  women  and  to  minori- 
ties, particularly  over  these  last  several  years. 

Ms.  Velazquez.  Thank  you,  Mr.  Chairman. 

Mr.  Torkildsen.  Thank  you,  Congresswoman  Velazquez. 

Congressman  Luther? 

Mr.  Luther.  I  have  no  questions. 

Mr.  Torkildsen.  Thank  you  very  much. 

I  will  use  a  second  round  of  questioning  to  follow  up  on  some  of 
the  points  we  started  upon.  Mr.  Lader,  the  study  that  you  did,  the 
comprehensive  one — and  we  applaud  you  for  doing  that,  and  obvi- 
ously when  you  do  find  new  information  no  matter  what  you  base 
your  past  decisions  on,  you  want  to  take  whatever  steps  you  have 
to,  based  on  that  new  information.  Have  you  factored  that  new  in- 
formation within  any  individual  programs,  the  assumptions  that  it 
told  you?  I  mean,  did  you  run  those  numbers  through  the  Low  Doc 
Program  individually,  as  you  did  the  7(a)  collectively?  Did  you 
break  that  down  individually? 

Mr.  Lader.  This  data  base  is  going  to  be  an  enormous  help  to 
us  now,  to  be  able  to,  at  least  in  the  more  recent  years,  analyze 
loan  performance  based  on  several  different  criteria.  As  I  men- 
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tioned  earlier  to  the  chair,  we  cannot  do  that  all  the  way  back  be- 
cause we  don't  have  the  data  in  the  early  or  mid-80's  to  the  same 
degree.  What  we  have  done  now  is  establish  a  basis  on  which  data 
can  continue  to  be  collected  and  maintained,  that  allows  us  to 
evaluate  specific  categories  of  loans.  We  do  not  intend,  I  would  say 
this  as  the  Administration  position,  to  pick  winners  and  losers  nec- 
essarily, that  you  make  a  loan  to  manufacturers  and  not  to  retail- 
ers or  this  or  to  that,  because  we  think  that  this  blend  is  important 
for  the  economy.  It  certainly  is  important  in  terms  of  reviewing 
loan  criteria.  If  I  might  comment  on  a  statement  made  by  Mr. 
Wilkinson,  he  is  very  right.  Our  active  review  of  our  lenders  and 
their  performance  is  essential.  That  is  why  we  have  instituted  a  2- 
year  recertification  for  our  preferred  lenders.  As  a  criteria  for  their 
being  recertified,  their  loan  portfolio  must  be  examined.  A  specific 
example  of  that,  and  this  is  recently  instituted.  He  is  exactly  right. 
It  is  responsive  to  the  public/private  partnership  of  the  industry 
saying  this  is  a  type  of  scrutiny  that  is  appropriate  and  necessary. 
We  are  suggesting,  for  example,  that  commercial  bank  lenders 
which  operate  in  more  than  one  of  our  districts  meet  the  criteria 
in  each  one  of  those  districts  in  order  to  keep  their  preferred  lender 
status.  I  do  not  know  all  the  specific  technical  points  of  that.  That 
is  the  type  of  continuing  view  we  need,  and  we  have  a  much  better 
data  base  now  to  work  from. 

Mr.  TORKILDSEN.  I  appreciate  those  points.  However,  in  response 
to  my  question,  you  use  the  numbers  from  this  new  study,  this 
comprehensive  study,  to  readjust  the  subsidy  that  you  are  request- 
ing for  the  7(a)  Program  overall.  Did  you  run  these  numbers 
through  the  individual  components  of  the  7(a)  Program,  or  did  you 
just  do  it  through  the  collective  program? 

Mr.  Lader.  It  is  through  the  collective  program.  I  will  let  Greg 
comment  on  it  in  more  detail.  On  the  7(a),  which  is  where  you  may 
be  leading,  again  since  the  Low  Doc  loans  began  in  December  1993, 
and  this  was  only  through  fiscal  year  1995,  we  have  a  relatively 
small  period  of  time.  We  do  have  that  data,  and  we  will  share  those 
conclusions  with  you.  Again,  it  is  still  an  unseasoned  portfolio. 

Greg,  could  you  comment  a  bit  in  response? 

Mr.  Walter.  The  Administration  has  set  for  the  SBA  the  pro- 
grams that  need  to  have  a  subsidy  rate  attached  to  them.  At  this 
point  in  time,  the  7(a)  Program  in  its  total  is  the  only  program  we 
need  to  evaluate  for  purposes  of  coming  up  with  a  subsidy  rate.  We 
have  not  been  challenged  or  given  the  responsibility  of  coming  up 
with  subsidy  rates  at  any  further  breakdown  level,  so  we  have  not 
done  that. 

Mr.  TORKILDSEN.  I  would  be  happy  to  challenge  you  to  do  so. 

If  I  could  ask,  Administrator  Lader,  I  mean,  is  it  reasonable  to 
ask  for  that  to  be  done  within  the  next  month?  Is  that  possible? 

Mr.  Lader.  We  have  to  confer  with  0MB  in  that  regard,  but  we 
will  get  back  to  you  promptly  as  to  what  the  reasonable  timeframe 
would  be.  I  would  support  any  effort.  To  get  the  most  accurate  in- 
formation about  the  performance  of  the  loans,  I  would  fully  support 
it.  That  is  the  position  of  this  Administration,  fully  to  understand 
the  history  as  well  as  the  current  performance. 

Chair  Meyers.  Would  the  gentleman  yield  for  1  minute? 

Mr.  TORKILDSEN.  Gladly. 
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Chair  Meyers.  We  had  one  of  our  witnesses  this  morning,  and 
maybe  this  is  what  you  are  talking  about.  I  am  sorry  to  run  back 
and  forth.  I  have  voted  three  times,  and  now  I  have  got  to  vote 
again.  One  of  our  witnesses  called  for  detailed  information  on  how 
the  0MB  arrived  at  their  conclusions.  Do  you  have  that  informa- 
tion? 

We  have  set  up  a  meeting  with  0MB  to  see  if  we  can  get  some 
more  detailed  information.  We  would  like  to  have  anything  that 
you  have  on  that  too.  I  think  it  would  help  us  understand  for  the 
future  how  to  proceed  and  know  what  we  are  doing. 

We  set  a  subsidy  rate,  and  then  somebody  goes  into  a  room  and 
closes  a  door  and  comes  out  6  months  later  and  says,  "It  is  2V2 
times  what  you  thought  it  was  before."  It  makes  it  very  hard  for 
us  to  do  our  job.  Can  you  stay  in  touch  with  us  on  that?  Can  you 
give  us  what  information  you  received  as  you  began  to  develop 
these  new  subsidy  rates? 

Mr.  Lader.  Well,  I  have  requested  from  0MB  their  summary  of 
the  findings  and  conclusions  on  this,  and  encourage  you  to  work  di- 
rectly with  0MB.  We  will  certainly  cooperate  in  any  way.  The  Dep- 
uty Director  for  Management  John  Koskinen  and  the  Director  Alice 
Rivlin,  both  are  very  much  aware  of  these  issues.  We  have  had  con- 
siderable discussions  of  it.  I  am  sure  0MB  will  cooperate  with  you 
entirely  as  well. 

Mr.  TORKILDSEN.  If  I  may,  Madam  Chair?  My  understanding  is 
that  we  do  have  an  agreement  from  0MB  to  testify.  We  do  not 
have  a  date  on  a  hearing.  If  we  could  ask  you  to  personally  be  here 
at  that  same  time  where  we  can  sort  out  these  questions,  because 
we  have  been  given  a  back  and  forth  in  the  past.  Perhaps  with 
both  you,  as  the  Administrator,  and  the  appropriate  person  from 
0MB  here  we  can  get  an  answer  to  some  of  these  questions. 

Mr.  Lader.  I  will  make  every  effort  to  do  so.  I  would  love  to  do 
so. 

Chair  Meyers.  Excuse  me,  Mr.  Chairman. 

Mr.  Torkildsen.  Madam  Chairperson? 

Chair  Meyers.  I  think  we  should  also  communicate  with  the 
other  groups  who  have  been  with  us  this  morning,  so  that  they  can 
at  least  be  present  at  that  hearing. 

Mr.  Torkildsen.  I  will  just  make  a  brief  comment,  because  we 
have  a  vote  on  the  House  floor  in  a  few  minutes.  I  have  not  had 
a  chance  to  pursue  this.  I  share  the  Chairwoman's  concern  about 
going  to  direct  lending  in  the  504  Program.  While  immediately  it 
looks  like  there  is  a  reduction  in  subsidy  rate,  I  would  especially 
appreciate  seeing  what  your  mathematical  model  says  about  long- 
term  repayment  rates. 

At  some  point,  there  is  a  very  good  chance  that  the  cost  to  the 
taxpayers  is  going  to  exceed  what  the  cost  was  now.  I  have  found 
that  to  be  the  case  with  not  just  with  SBA,  but  with  many  forms 
of  direct  lending. 

I  am  hesitant  when  anyone  says,  "Well,  if  we  just  convert  from 
a  guarantee  program  to  a  direct  lending  program,  we  are  saving 
money."  In  reality,  it  says  if  you  go  5  or  6  years  into  the  future, 
that  is  just  no  longer  the  case. 
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We  will  not  have  time  to  explore  that  in  this  hearing.  If  you 
would  like  to  respond  briefly,  you  are  welcome  to.  I  just  wanted  to 
get  that  comment  on  the  record. 

Mr.  Lader.  Only  to  say  that  in  all  of  these  matters  we  look  for- 
ward with  the  data  we  now  have  in  hand  to  work  closely  with  the 
Committee  and  this  Congress.  On  the  504  matter  especially,  we 
really  want  your  help  and  your  ideas. 

As  I  mentioned  to  Ken  earlier,  this  is  the  best  solution  that  was 
apparent  to  us  to  maintain  what  is  an  important  program.  Is  it  the 
perfect  solution?  For  the  reasons  you  just  identified,  it  is  not,  but 
we  need  to  fmd  if  there  is  a  better  one.  We  look  forward  to  working 
with  you  on  that. 

Mr.  TORKILDSEN.  I  would  like  to  thank  all  of  the  witnesses  for 
their  testimony.  Without  objection,  the  hearing  will  remain  opened 
for  2  weeks  for  Members  to  submit  questions.  I  would  ask  all  the 
witnesses  to  be  able  and  willing  to  respond  in  writing  to  any  ques- 
tions that  come  in  within  the  next  2  weeks.  They  will  be  included 
in  the  record. 

I  thank  you  all  for  your  testimony,  and  this  hearing  is  adjourned. 

[Whereupon,  at  11:50  a.m.,  the  Committee  was  adjourned,  sub- 
ject to  the  call  of  the  Chair.]  . 
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STATEMENT  OF  FLOYD  H.  FLAKE  BEFORE  THE  COMMITTEE  ON  SMALL  BUSINESS 

MARCH  21,  1996 

MADAM  CHAIR,  I  APPRECIATE  THE  OPPORTUNITY  TO  DISCUSS 
THE  SMALL  BUSINESS  ADMINISTRATIONS  FY  1997  BUDGET.  I  AM 
ENCOURAGED  BY  THE  FACT  THAT  THE  ADMINISTRATION  CONTINUES 
TO  ACKNOWLEDGE  THE  CRUCIAL  ROLE  THAT  SMALL  BUSINESSES 
AND  THE  SMALL  BUSINESS  ADMINISTRATION  PLAY  IN  OUR  NATION'S 
ECONOMY.  THE  SMALL  BUSINESS  ADMINISTRATION  IS  TO  BE 
COMMENDED  FOR  ITS  SUCCESS  IN  PROVIDING  ACCESS  TO  CAPITAL 
AND  TRAINING  AND  REDUCING  BURDENSOME  REGULATIONS  FOR  AN 
INDUSTRY  WHICH  EMPLOYS  FIFTY-  THREE  PERCENT  OF  THE  NATION'S 
WORKFORCE. 

AS  WE  ALL  KNOW,  BUDGETS  DO  NO  MORE  THAN  PRESENT  US 
WITH  SPENDING  ESTIMATES  FOR  VARIOUS  PROGRAMS.  AN  EFFECTIVE 
BUDGET  PRESENTS  AN  ORGANIZATION'S  PRIORITIES  AND  FUTURE 
DIRECTION.  BASED  UPON  THE  SMALL  BUSINESS  ADMINISTRATION'S 
FY  1997  BUDGET,  I  SEE  THAT  THEIR  PRIORITIES  INCLUDE 
STREAMLINING  THEIR  STAFF  AND  FUNDING  PROGRAMS  WHICH 
PROVIDE  FINANCL\L  AND  TECHNICAL  ASSISTANCE  TO  THE  NEEDIEST 
SMALL  BUSINESSES.  V 

I  WAS  ENCOURAGED  TO  SEE  THAT  THE  SMALL  BUSINESS 
ADMINISTRATION  SUPPORTS  CONTINUED  FUNDING  FOR  EFFECTIVE 
PROGRAMS  SUCH  AS  THE  MICROLOAN,  DISASTER  LOAN,  MINORITY 
ENTERPRISE  DEVELOPMENT  AND  THE  SBIC  PROGRAM.  I  AM, 
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HOWEVER,  CONCERNED  WITH  THE  BUDGET  PRIORITIES  OUTLINED 
FOR  THE  7(A)  LOAN  GUARANTY  PROGRAM.  THE  7(A)  PROGRAM 
PROVIDES  INVALUABLE  LOAN  GUARANTEES  FOR  BUSINESSES  WHICH 
NEED  CAPITAL  TO  FUND  START-UP  OR  EXPANSION.  WE  SHOULD 
REWARD  PROGRAMS  LIKE  THESE  WHICH  ENCOURAGE  THE  PRIVATE 
SECTOR  TO  INVEST  IN  SMALL  BUSINESSES,  NOT  RAISE  SUBSIDY 
RATES  WHICH  PLACE  AN  ADDITIONAL  BURDEN  ON  THE  SMALL 
BUSINESS  OWNER. 

THE  SMALL  BUSINESS  ADMINISTRATION'S  CONTINUED  SUPPORT  FOR 
THE  NATION'S  SMALL  BUSINESS  DEVELOPMENT  CENTERS  DESERVES 
ATTENTION.  THESE  INSTITUTIONS  PROVIDE  VALUABLE 
MANAGEMENT,  FINANCE  AND  TECHNICAL  ASSISTANCE  TO  MANY 
SMALL  BUSINESSES.  THE  INTEGRATION  OF  PROGRAMS  TO  SUPPORT 
WOMEN-OWNED  BUSINESSES  SHOWS  THAT  THE  AGENCY  HAS 
ACKNOWLEDGED  THAT  THE  NUMBER  OF  WOMEN-OWNED 
BUSINESSES  ARE  INCREASING  AND  THEY  ARE  EMPLOYING  MORE  OF 
THE  NATION'S  WORKFORCE  THAN  MANY  LARGE  CORPORATIONS. 

I  WELCOME  EACH  OF  OUR  WITNESSES  TO  THIS  HEARING  TODAY. 
I  LOOK  FORWARD  TO  THE  UPCOMING  DISCUSSION  OF  THE  BUDGET 
PRIORITIES  OF  SUCH  A  VITAL  ORGANIZATION. 
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T     .r,  .      •  !    ;  Opening  Statement 

of 

Representative  John  J.  LaFalce 

on 

Small  Business  Administration  Budget  Request 

March  21,  1996 


At  the  outset  I  want  to  congratulate  Chairman  Meyers  for 
convening  this  hearing  so  promptly  after  the  submission  of  the 
Administration's  budget  request  for  fiscal  year  1997.  I  believe 
that  holding  a  hearing  within  two  days  certainly  sets  a  record  and 
makes  our  inquiry  extremely  timely. 

I  want  to  welcome  Administrator  Lader  and  the  other  witnesses 
before  the  Committee  this  morning. 

I  am  particularly  pleased  that  the  President  has  continued  his 
support  for  programs  to  assist  the  small  business  community.  I  am 
particularly  pleased  that  we  are  not  proposing  additional  loan  fees 
in  order  to  stretch  funding  levels.  There  will  be  some  new  fees 
requested  under  the  Small  Business  Investment  Company  program,  but 
I  understand  that  they  were  recommended  by  the  industry. 

I  am  concerned,  however,  at  the  increase  in  losses  under  the 
two  major  business  loan  programs.  This  is  certainly  a  reversal  of 
discussions  last  year,  when  we  imposed  fees  and  reduced  guarantees 
in  order  to  reduce  the  subsidy  rates. 

In  1995,  the  subsidy  rate  or  cost  of  7(a)  loans  was  2.74%.  We 
reduced  this  to  slightly  more  than  1%.  Now  we  are  advised  that  the 
information  provided  us  was  erroneous,  that  losses  were  more  than 
anyone  ever  knew,  and  that  the  new  rate  will  be  2.68%,  an  increase 
of  more  than  150%. 

The  situation  with  the  504  or  certified  development  company 
program  is  even  worse.  In  1995  the  subsidy  rate  was  about  one-half 
of  one  percent.   We  imposed  a  very  minor  fee,  one-eighth  of  one 
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percent,  which  we  were  advised  would  make  the  program  self 
supporting.  The  subsidy  rate  was  to  have  been  zero.  We  are  now 
advised  that  the  subsidy  rate  will  be  6.85%,  unless  we  "un- 
privatize"  the  program  and  fund  it  by  direct  appropriations  instead 
of  continuing  the  method  of  selling  SBA  guaranteed  debentures  to 
private  investors,  a  method  I  had  been  advised  was  and  is  highly 
successful . 

Absent  other  changes,  these  two  increases  in  subsidy  rates 
will  cost  $360  million  in  1997.  This  is  not  an  inconsequential 
amount,  particularly  for  an  agency  whose  current  budget  is  $715 
million,  including  disaster  lending,  a  function  which  obviously 
cannot  be  curtailed  in  order  to  support  business  loans. 

I  am  very  concerned  about  all  this  news.  We  need  to  closely 
examine  what  happened,  and  what  we  will  do  to  correct  it.  I  am 
sure  that  we  will  correct  it,  and  I  expect  that  will  constitute  a 
major  effort  on  our  Committee's  part  in  the  immediate  future. 

This  new  information  is  clearly  a  major  concern  for  all.  I  am 
confident,  however,  that  a  concerted  effort  by  the  Administrator 
and  his  staff,  accompanied  with  bi-partisan  cooperation  from  the 
Congress  and  the  industry  will  allow  us  to  overcome  this. 

I  do  understand  that  this  increase  in  losses  was  determined 
after  SBA  initiated  a  major  review  of  loan  programs  -  -  -  a  review 
of  unprecedented  levels  involving  600,000  loans  and  25  million 
transactions.  I  further  understand  that  SBA  is  the  first  Federal 
agency  to  conduct  such  a  review  after  enactment  of  credit  reform. 
I  commend  the  Administrator  for  this  initiative. 
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STATEMENT  OF  CHAIR  JAN  MEYERS 

"THE  SBA'S  FY  1997  BUDGET  PROPOSAL' 

HEARING  BEFORE  THE 

COMMITTEE  ON  SMALL  BUSINESS 

U.S.  HOUSE  OF  REPRESENTATIVES 

MARCH  21,  1996 


The  Committee  will  come  to  order.     This  morning  the 
Committee  on  Small  Business  will  receive  testimony  on  the 
President's  FY  1997  budget  proposal  for  the  Small  Business 
Administration  (SBA).    In  addition,  I  have  asked  the  witnesses  to 
comment  on  the  SBA's  regulatory  streamlining  project. 

The  Committee  is  very  pleased  to  have  Administrator  Lader 
with  us  to  lead  off  the  testimony  this  morning.   We  will  also  be 
hearing  from  three  of  SBA's  "resource  partners"  from  our  major 
capital  and  fmancing  programs,  the  7(a),  504  and  SBIC  programs. 
As  Administrator  Lader  has  previously  testified  before  this 
Committee,  the  SBA  is  really  a  public-private  partnership  in 
delivering  services  to  the  small  business  community.    Therefore,  I 
felt  it  highly  appropriate  that  those  partners  join  the 
Administrator  at  the  table  today  to  have  a  dialogue  on  the 
President's  proposal  for  the  SBA. 

The  Administration's  budget  proposal  for  the  SBA  requests  a 
budget  authority  level  of  $808  million  in  FY  97.    When  compared 
to  an  estimated  funding  level  of  $590  million  for  FY  96,  not 
counting  supplemental  appropriations  that  have  been  needed  for 
disasters  this  spring,  this  proposal  represents  an  increase  of 
approximately  37  percent  from  current  funding.    This  is  a 
dramatic  departure  from  the  SBA's  reinvention  proposal  for  FY96 
which  called  for  a  dramatic  $220  million  cut  in  the  agency.   It 
seems  to  me  that  the  Administration  is  suddenly  reversing  course 
in  their  commitment  to  streamlining  government  and  reducing 
federal  spending. 
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Obviously,  much  of  the  funding  increase  the  President  is 
proposing  for  the  SBA  is  to  continue  the  7(a)  program  at 
increased  levels,  without  proposing  legislative  changes  to  reduce 
the  newly  projected  subsidy  rate  of  2.68  percent.   The 
Administration's  solution  is  simply  to  ask  for  more  money. 
Perhaps  this  Administration  has  lost  site  of  the  number  one  goal 
of  this  Congress,  and  that  is  to  balance  the  budget.    We  will  never 
get  there  from  here  with  37  percent  increases  from  one  year  to  the 
next. 

Furthermore,  as  a  strong  supporter  of  small  business  and  of 
the  SBA,  I  am  astonished  at  the  sketchy,  and  illogical  explanations 
this  Administration  has  provided  as  rationale  for  skyrocketing 
subsidy  rates  for  the  7(a)  and  504  loan  programs.   We  have  been 
told  that  recovery  rates  on  liquidated  loans  are  lower  than 
previously  projected.   We  have  been  told  in  staff  briefings  that  the 
default  rate,  at  least  in  the  7(a)  program,  has  remained  pretty 
constant  to  historical  estimates.   The  Administrator  notes  in  his 
testimony  that  the  performance  of  the  portfolio  is  improving  and 
has  improved  since  the  Clinton  Administration  assumed  leadership 
of  the  SBA.    How  can  all  of  these  things  possibly  be  true? 

If  the  portfolio  performance  is  improving,  then  why  is  the 
subsidy  rate  so  much  higher?    If  the  previous  estimates  of  factors 
like  the  default  rate  and  recovery  rates  were  off,  why  has  it  taken 
this  Administration  three  years  to  discover  this  information?    Are 
the  management  information  systems  at  the  agency  so  poor  that 
they  don't  have  any  idea,  on  an  immediate  and  ongoing  basis,  how 
their  programs  are  performing?     If  the  SBA  has  known  for 
sometime  that  program  performance  is  off,  as  evidenced  by  higher 
default  and  lower  recovery  rates,  then  why  haven't  they  come 
forward  sooner  to  work  with  Congress  toward  some  solution  to 
these  problems?   Why  hasn't  the  Agency  communicated  more 
directly  with  it's  resource  partners  about  these  problems? 


I  must  say  that  I  am  very  disappointed  in  this  proposal. 
Clearly,  the  SBA  is  not  able  to  manage  everything  on  it's  plate   in 
such  a  way  that  problems  are  identified  early  and  immediate  steps 
taken  to  rectify  those  problems.   Nonetheless,  this  Administration 
refuses  to  make  the  tough  choices  and  suggest  some  program 
eliminations  that  would  help  focus  their  Hmited  resources  on 
stellar  program  delivery.   This  proposal  is  a  step  backward  in  the 
process  of  streamlining  and  improving  the  SBA  and  the  quality  of 
its  assistance  to  small  business.   The  SBA  needs  to  let  go  of  the 
past,  and  look  to  the  future,  which  I  believe  should  be  a  greater 
reliance  on  the  private  sector  to  perform  program  duties  which 
the  Agency  cannot  do  efficiently. 
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HOUSE  COMMITTEE  ON  SMALL  BUSINESS 

FULL  HEARING  ON  FISCAL  YEAR  1997  SBA  BUDGET  RECOMMENDATIONS  AND 
THE  STREAMLINING  OF  REGULATIONS 

Opening  Statement  of  Congressman  Glenn  Poshard 

March  21,  1996 


Madame  Chairman,  thank  you  for  holding  this  important  hearing  today.    It  is 
appropriate  for  this  Committee  to  discuss  the  Administration's  recommendations  for  the 
Small  Business  Administration  (SBA)  for  fiscal  year  1997,  especially  after  our  discussion  of 
the  majority's  position  on  this  matter  last  week. 

I  am  encouraged  by  the  commitment  shown  in  these  estimates  to  respond  to  the 
concerns  of  the  small  business  community.    Over  the  past  year,  we  have  heard  many  times 
about  the  desire  for  increased  access  to  capital  and  a  reduction  in  paperwork  and  regulatory 
burdens,  and  this  budget  continues  to  move  in  that  direction.    I  am  interested  in  learning 
more  today  about  the  increases  "in  the  subsidy  rates  for  the  7(a)  and  504  loan  programs,  as 
well  as  the  transformation  of  504  into  a  direct  loan  program.    Issues  such  as  the  recovery 
rate  on  SBA  loans  and  the  numbers  on  which  these  estimates  are  based  deserve  our  attention 
and  I  am  sure  we  will  explore  these  issues  thoroughly  today. 

Madame  Chairman,  I  am  a  supporter  of  the  SBA  and  its  role  in  creating  a  climate  that 
is  business  friendly,  and  I  appreciate  your  leadership  towards  this  bipartisan  goal.   The 
Administration  has  provided  a  good  basis  for  discussion,  and  I  look  forward  to  today's 
proceedings.    Above  all,  I  would  ask  that  we  remember  the  positive  work  the  SBA  has 
accomplished  in  the  past  year,  including  the  impressive  strides  in  regulatory  reform  we  will 
hear  about  this  morning,  despite  inconsistent  funding.    I  would  also  like  to  recognize  our 
distinguished  witnesses,  I  appreciate  their  time  and  expertise. 
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Madam  Chairman  and  Members  of  the  Committee,  thank  you  for  the 
opportunity  to  appear  before  you  today  to  discuss  the  President's 
FY  1997  Budget  request  for  the  U.S.  Small  Business  Administration 
(SBA)  .  It  is  particularly  good  to  be  here  today  because  SBA  has  an 
important  story  to  tell. 

The  FY  1997  Budget  demonstrates  the  President's  continued 
strong  commitment  to  the  nation's  small  businesses  and  SBA's 
responsibility  and  accountability  in  carrying  out  the  President's 
commitment.  This  budget  also  continues  to  demonstrate  this 
Administration's  strong  commitment  to  deficit  reduction.  The 
record  deficit  reduction  of  the  past  three  years  has  significantly 
helped  small  businesses  by  contributing  to  lower  interest  rates  and 
a  better  climate  for  private  investment. 

In  addition,  the  FY  1997  Budget  specifically  proposes  several 
tax  provisions  for  small  businesses.  These  include  estate  tax 
relief  for  small  businesses,  an  increase  the  amount  of  depreciable 
property  that  small  businesses  can  expense  each  year,  an  increase 
in  the  health  insurance  deduction  for  the  self-employed,  and 
pension  simplification. 

SMALL  BUSINESS  IN  THE  U.S.  ECONOMY 

In  discussing  the  budget  request,  we  should  keep  in  mind  how 
critical  small  business  is  to  the  U.S.  economy. 

We  all  know  —  intuitively  —  the  importance  of  small 
business.  Most  people  got  their  first  job  in  a  small  firm.  Most 
of  us  shop  at  local  small  businesses.  Many  of  us  or  our  families 
have  been  involved  in  small  businesses. 

But  these  personal  experiences  are  not  the  full  story.  We 
should  remind  ourselves  of  the  broader  picture: 

•  The  number  of  small  businesses  is  growing  rapidly  —  up 
49  percent  since  1982,  with  over  807,000  new  firms  in 
1994. 

•  Small  businesses  employ  53  percent  of  the  American  work 
force  and  generate  more  than  50  percent  of  the  gross 
domestic  product  (GDP) . 

•  During  1994,  small  business  accounted  for  two-thirds  of 
the  new  job  growth  in  the  U.S. 

•  Small  businesses  are  our  country's  leading  source  of 
innovation.  Studies  show  that  small  firms  innovate  at 
twice  the  rate  of  large  firms. 

•  Small  firms  also  bring  more  members  of  our  society  into 
the  economic  mainstream.  New  women-owned  business  firms, 
making  up  one-third  of  all  firms,  have  grown  at  twice  the 
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rate  of  men-owned  firms  for  a  decade;  black-owned 
business  firms  also  grew  twice  as  fast  as  all  firms, 
according  to  the  latest  data. 

•  Small  businesses  are  the  key  to  a  successful  national 
export  strategy.   Ninety-six  percent  of  all  exporting 
companies  are  small  or  medium-sized  with  less  than  500 
employees,  according  to  the  latest  Commerce  Department  ^  -^ 
data. 

•  With  the  downsizing  of  many  large  corporations,  our 
nation's  economic  health  will  increasingly  become  tied  to 
the  health  of  small  business. 

What  then  does  it  take  for  today's  small  businesses  to  start, 
grow,  and  compete  in  the  world  economy? 

When  President  Clinton  named  me  Administrator  he  set  out  five 
goals  for  the  SBA.  In  all  my  discussions  with  small  business 
owners  across  the  country,  and  in  all  that  we  have  learned  from 
studies,  town  meetings,  survey  after  survey,  and  the  White  House 
Conference  on  Small  Business  process,  those  five  goals  continue  to 
summarize  how  we  can  better  serve  the  needs  of  small  business: 

•  First,  increase  access  to  capital  for  small  business  owners, 

especially  for  those  who  need  loans  of  $100,000  or  less  and 
those  who  have  been  traditionally  under-served,  such  as  women- 
and  minority-owned  small  businesses  and  small  exporters; 

•  Second,  reinvent  and  reinvigorate  the  SBA  to  focus  more 
effectively  and  efficiently  on  customer  needs. 

•  Third,  reduce  burdensome  regulations  and  unnecessary  paperwork 
requirements  that  inhibit  the  growth  of  small  businesses. 

•  Fourth,  enhance  small  business  education,  counseling,  and 
information  for  small  business  owners. 

•  Finally,  serve  as  the  President's  "eyes  and  ears"  with  the 
small  business  community,  and  then  serve  as  a  strong  advocate 
for  the  interests  of  that  community. 

SBA  takes  these  goals  very  seriously.  We  remind  SBA  employees 
consistently  of  these  goals  and  work  on  them  daily.  SBA  has 
challenged  itself  to  reach  out  to  underserved  segments  of  the  small 
business  community  while  managing  an  extraordinary  growth  in  demand 
for  virtually  all  of  our  programs.  SBA  today  is  delivering  what 
our  small  business  customers  need  and  want. 

Based  on  these  goals,  as  the  following  accomplishments 
demonstrate,  this  is  not,  as  I  am  fond  of  paraphrasing  an 
automobile  advertisement,  "your  father's  SBA." 
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RECENT  ACCOMPLISHMENTS 

The  past  three  years  have  been  extraordinary  ones  for  SBA. 
The  7(a)  program  has  nearly  doubled  in  size  since  1993,  while  staff 
has  been  reduced  by  more  than  2  0%.  We  have  set  records  this  past 
year  in  virtually  all  of  SBA's  programs  and  in  all  regions  of  the 
country. 

With  fewer  employees  and  resources  in  this  era  of 
streamlining,  SBA  has  grown  more  efficient,  developing  innovative 
approaches  to  carrying  out  its  programs.  SBA  has  formed  strong 
partnerships  with  private  sector  partners,  with  state  and  local 
governments  and  with  our  small  business  customers  in  order  to 
fulfill  our  mission. 

In  the  past  year,  working  closely  with  our  partners,  we  have 
been  meeting  all  five  of  our  goals: 

Goal:      Increase  access  to  capital  for  small  business. 

In  1995,  SBA  provided  nearly  $11  billion  in  long-term  credit 
and  other  financial  assistance  to  more  than  67,000  small  businesses 
through  a  network  of  participating  lenders,  state  and  local 
development  companies,  and  SBA-licensed  investment  companies.  With 
a  business  loan  portfolio  now  exceeding  $26  billion,  we  are  clearly 
improving  the  ability  of  small  firms  to  gain  access  to  the  capital 
they  need  for  survival  and  growth. 

In  our  cornerstone  program,  the  7(a)  Guaranteed  Business  Loan 
Program,  approximately  7,000  private  sector  lending  partners  worked 
with  SBA  in  FY  1995  to  provide  55,596  loans  worth  $7.8  billion  to 
small  business  owners.  That  is  an  increase  of  52  percent  in  the 
number  of  loans  over  FY  1994.  The  7(a)  program  also  reaches  a 
diverse  array  of  small  businesses.  SBA-guaranteed  loans  during  FY 
1995,  as  compared  to  loans  in  FY  1994,  made  to  women-owned 
businesses  grew  86%;  loans  to  minorities-owned  businesses  grew  53% 
in  the  same  period;  loans  to  veteran-owned  businesses  grew  43%;  and 
loans  to  Native-American-owned  businesses  grew  73%  in  the  same 
period. 

In  1995,  through  287  Certified  Development  Companies  (CDCs) 
located  nationwide,  4,509  section  504  loans  were  approved  totalling 
$1.6  billion.  That  is  an  increase  of  16  percent  in  the  number  of 
loans  over  FY  1994. 

We  are  also  excited  about  the  revamping  of  our  Small  Business 
Investment  Company  (SBIC)  Program.  The  new  participating 
securities  program  is  making  patient  capital  available  to  small 
businesses,  and  our  successful  implementation  of  new  regulations 
has  served  to  protect  against  fraud  and  abuse  while  lowering  the 
subsidy  cost  of  the  program  to  the  taxpayers. 


Currently,  the  SBIC  Program  provides  equity  and  venture 
capital  to  small  businesses  through  277  licensed  SBICs,  21  of  which 
were  licensed  in  FY  1995.  Over  the  past  two  fiscal  years,  SBA  has 
licensed  57  of  these  SBICs,  representing  approximately  $844  million 
in  new  capital.  This  is  more  than  the  previous  10  years  combined. 
These  new  licensees  have  private  capital  averaging  $15.5  million 
each,  compared  with  an  average  $2.4  million  each  for  those  licensed 
in  FY  1992.  Each  day,  three  small  businesses  receive  growth 
capital  from  SBICs. 

During  1995,  the  SBA  continued  to  promote  several  new  business 
loan  pilot  programs  designed  to  provide  financing  to  segments  of 
the  small  business  community  having  difficulty  gaining  access  to 
credit. 

•  Under  the  Low  Documentation  (Low  Doc)  Loan  Program,  we  have 
reduced  the  application  for  loans  under  $100,000  to  one  page. 
Both  lenders  and  borrowers  are  now  able  to  utilize  the  SBA's 
credit  assistance  programs  without  going  through  unnecessary 
red  tape.  In  its  first  full  year  of  national  operation  in  FY 
1995,  Low  Doc  provided  36,039  loans  valued  at  $2.1  billion. 
Of  that  total,  26  percent  went  to  women-owned  businesses  and 
16  percent  went  to  minority-owned  businesses. 

•  Our  Women's  Pre-Qualif ication  Pilot  Loan  Program  allows  us  to 
consider  and  pre-qualify  loan  applications  from  women  business 
owners  prior  to  their  submission  to  participating  lenders.  In 
FY  1995,  the  16  pilot  locations  produced  338  loans  worth  $35 
million  to  women-owned  small  businesses.  Similarly,  the 
Minority  Pre-Qualif ication  Pilot  Loan  Program,  launched  in 
March,  1995  allows  SBA  to  pre-qualify  loan  guarantees  for 
minority  business  owners,  thereby  increasing  their 
marketability  when  seeking  financing  from  a  lender.  Located 
at  16  sites,  the  program  resulted  in  loans  valued  at  $4 
million. 

•  In  February  1995  SBA  launched  a  two-year  pilot  known  as 
FA$TRAK,  which  allows  certain  participating  lenders  to 
approve,  service  and  liquidate  loans  under  $100,000  using 
their  own  applications  and  loan  documentation.  SBA 
participation  on  these  loans  is  limited  to  a  maximum  guaranty 
of  50  percent.  During  FY  1995,  FA$TRAK  resulted  in  490  loans 
valued  at  $23  million. 

Also  during  FY  1995,  SBA's  Microloan  Demonstration  Program 
provided  approximately  $12.3  million  to  more  than  1,200  small 
businesses  located  in  nearly  every  state.  The  average  size  of  a 
microloan  is  $10,500  and  each  microloan  supports  an  average  of 
three  jobs.  This  program  provides  a  necessary,  critical  link  for 
many  of  the  very  smallest  businesses. 
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To  promote  exports,  SBA,  in  partnership  with  the  Department  of 
Commerce  and  the  Export-Import  Bank  (Exim) ,  has  established  U.S. 
Export  Assistance  Centers  (USEACs)  which  provide  small  U.S. 
exporters  with  information  and  access  to  all  export  promotion  and 
export  finance  activities  of  the  Federal  Government.  In  FY  1995, 
we  opened  eight  new  USEACs  across  the  country.  There  are  now  14 
USEACs  providing  loan  guarantees  and  technical  assistance  to  small 
business  exporters.   A  fifteenth  USEAC  will  open  early  next  month. 

FY  1995  was  the  first  year  of  SBA's  new  Export  Working  Capital 
Program  (EWCP) ,  under  which  SBA  guarantees  up  to  $750,000  of  loans 
made  to  small  business  exporters.  During  the  fiscal  year,  212  EWCP 
loans  were  made,  valued  at  $73.3  million.  SBA  has  harmonized  the 
program  with  that  of  the  Export  Import  Bank,  so  far  as  permitted  by 
statute.  Exporters  no  longer  have  to  shop  among  government 
agencies  to  obtain  the  financing  they  need  to  sell  their  products 
overseas. 

SBA  helped  the  nation's  small  businesses  owned  by  veterans 
this  year  as  well.  SBA  guaranteed  8,273  7(a)  loans  (15  percent  of 
the  total  number  made  this  year)  for  these  business  owners.  The 
Agency  also  approved  another  299  loans  under  the  504  Program,  worth 
almost  $94  million. 

FY  1995  also  saw  SBA  implement  the  Defense  Loan  and  Technical 
Assistance  (DELTA)  Program  with  the  Department  of  Defense,  in  which 
the  Defense  Department  set  aside  $30  million  to  enable  SBA  to 
guarantee  almost  $1  billion  in  loans  during  FY  1995-98  to  small 
businesses  adversely  affected  by  defense  downsizing. 

Goal:      Reinvent   and   reinvigorate   the   SBA   to   focus   more 
effectively  and  efficiently  on  customer  needs. 

SBA  has  become  one  of  the  Administration's  most  active 
agencies  when  it  comes  to  reorganization  and  reinvention.  Indeed, 
SBA  is  proud  of  its  status  as  one  of  the  volunteer  pilot  agencies 
participating  in  the  Government  Performance  Results  Act  (GPRA) .  As 
you  will  recall,  GPRA  was  passed  by  Congress  in  1993  (P.L.  103-62) 
and  will  require  government  agencies  to  develop  goals  beginning  in 
1997  which  will  be  measured  in  terms  of  outcomes  in  addition  to 
outputs  (numbers) .  SBA  has  been  participating  as  a  volunteer 
agency  in  the  GPRA  pilot  program  for  two  years. 

SBA  has  once  again  signed  internal  performance  agreements  that 
contained  lending  goals.  Using  goal  monitoring,  the  Agency  is  able 
to  track  on  a  regular  basis  each  district's  progress  in  meeting 
these  goals.  As  required  by  GPRA,  SBA  has  included  a  separate 
section  on  its  success  in  this  regard  in  our  FY  1997  budget 
submission. 
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As  part  of  SBA's  streamlining  efforts,  SBA  has  downsized  its 
ten  regional  offices  from  an  average  34  employees  per  office  to  an 
average  of  two  to  three  employees,  and  has  closed  ten  post-of-duty 
offices.  These  closings  were  done  primarily  through  attrition  and 
through  voluntary  reassignments  of  SBA  employees.  We  have  also 
decreased  our  Washington  Headquarters  staff  by  28%  since  1992. 
Finally,  SBA  has  placed  particular  emphasis  on  shifting  resources 
to  our  field  and  field  support  offices  so  we  can  serve  our 
customers  better. 

SBA's  focus  on  reinvention  and  customer  service  has  already 
been  generating  results. 

The  Agency  continued  to  expand  the  operations  of  the 
commercial  loan  servicing  centers  in  Fresno,  California,  and  Little 
Rock,  Arkansas.  By  the  end  of  FY  1995,  approximately  45%  of  all 
SBA  disaster  and  regular  business  loans  were  being  serviced  in 
these  centers.  With  limited  exceptions,  by  the  end  of  FY  1996  the 
centers  will  service  our  entire  commercial  portfolio  of  current 
loans.  Centralization  of  the  loan  servicing  function  will  enable 
us  to  reduce  operating  costs  by  utilizing  the  latest  in  automation 
and  by  creating  economies  of  scale  in  managing  our  loan  portfolio. 
It  also  allows  us  to  improve  the  quality  of  service  to  both  small 
business  borrowers  and  participating  lenders. 

Our  Disaster  Assistance  Program  is  another  success  story. 
This  is  "the  SBA  nobody  knows,"  but  it  is  one  of  the  most  effective 
operations  in  the  Federal  Government  today,  a  testament  to  the 
ability  of  government  to  do  more  with  less.  Please  do  not  take  my 
word  for  it;  ask  those  people  who  have  been  helped  by  our  disaster 
employees.  We  encourage  every  member  of  this  Committee  to  visit 
one  of  our  field  disaster  center  operations  and  see  just  how  well 
this  program  works. 

SBA  provided  45,041  loans,  amounting  to  approximately  $1.2 
billion,  to  small  business  owners  and  homeowners  who  were  victims 
of  several  disasters  in  FY  1995.  In  all,  forty-seven  states 
received  SBA  disaster  assistance  last  year. 

The  recent  accomplishments  of  the  Office  of  Minority 
Enterprise  Development  (MED)  are  another  area  of  encouragement  for 
SBA.  In  the  past  two  years,  SBA  has  significantly  improved  service 
delivery  to  the  disadvantaged  small  business  community.  In  FY 
1995,  SBA  served  a  portfolio  of  6,000  8(a)  program  participants, 
and  awarded  6,3  67  contract  actions  valued  at  approximately  $5.2 
billion.  In  FY  1997,  SBA  expects  to  serve  a  portfolio  of 
approximately  6,900  firms,  and  award  approximately  6,400  contract 
actions  valued  at  more  than  $5.2  billion. 

Historically,  processing  of  applications  for  8(a)  program 
participation  consumed  excessive  amounts  of  time.  The  SBA  reduced 
average  processing  time  for  applications  for  136  days  in  FY  1994, 
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to  94  days  in  FY  1995,  a  31%  improvement.  It  also  reduced 
processing  time  for  requests  for  reconsideration  from  106  days  in 
1994  to  62  days  in  1995,  an  improvement  of  42%. 

Another  aspect  of  our  efforts  to  reinvent  the  SBA  is  the  One 
Stop  Capital  Shop  (OSCS)  program.  One  Stop  Capital  Shops  combine 
several  of  SBA's  economic  resources,  including  the  Service  Corps  of 
Retired  Executives  (SCORE) ,  Small  Business  Development  Centers 

(SBDCs) ,  microlenders,  Small  Business  Lending  Companies  (SBLCs) , 
regular  and  specialized  SBICs,  and  Certified  Development  Companies 

(CDCs)  to  provide  support  and  assistance  to  growing  small 
businesses  in  economically  distressed  regions.  This  combined 
effort,  part  of  the  President's  Empowerment  Zone/Enterprise 
Community  initiative,  enables  the  Agency  to  leverage  its  resources 
with  those  of  the  local  community. 

Last  year,  SBA  opened  One  Stop  Capital  Shops  in  Boston  and 
Philadelphia.  Kansas  City's  grand  opening  will  occur  in  April  and 
additional  sites  are  scheduled  to  open  later  in  1996. 

Goal:      Reduce   the   burdensome   regulations   and   unnecessary 
paperwork  that  inhibit  the  growth  of  small  business. 

In  this  area,  SBA  intends  to  be  a  role  model  for  government. 
In  the  past  year,  SBA  has  reinvented  100  percent  of  its 
regulations,  rewriting  them  in  plain  English  and  reducing  their 
total  pages  by  more  than  50  percent.  In  the  coming  year,  we  are 
launching  a  similar  effort  to  streamline  some  25,000  pages  of 
standard  operating  procedures  and  forms. 

SBA  also  has  played  a  central  role  in  the  Administration's 
regulatory  reform  efforts,  working  with  the  Environmental 
Protection  Agency  (EPA) ,  Occupational  Safety  &  Health 
Administration  (OSHA) ,  the  Internal  Revenue  Service  (IRS) ,  and 
other  federal  agencies  to  address  the  regulatory  concerns  of  small 
businesses.  Using  ideas  and  recommendations  resulting  from  SBA's 
small  business  outreach.  President  Clinton  has  announced  several 
important  policies  directing  federal  agencies  to  waive  penalties 
for  first-time  violations,  cut  paperwork,  and  streamline 
regulations.  SBA  continues  to  work  with  its  sister  agencies  to 
implement  these  Presidential  directives,  and  to  work  with  the 
recommendations  of  the  White  House  Conference  on  Small  Business  and 
other  reform  initiatives. 

To  address  the  needs  of  small  businesses  for  easy  access  to 
information,  SBA  has  worked  closely  with  the  National  Performance 
Review  to  pioneer  the  U.S.  Business  Advisor, 
(http://www.business.gov)  a  one-stop  shop  for  electronic  access  to 
government  information,  including  regulations,  needed  by  small 
businesses.   The  latest  version  of  the  U.S.  Business  Advisor  was 
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unveiled  earlier  this  year.  Reports  show  that  this  new  "Web"  site 
had  over  400,000  hits  last  week  alone.  SBA  is  greatly  encouraged 
by  this  news. 

Goal;      Enhance   small   business   education,   counseling,   and 
information. 

In  FY  1995,  more  than  900,000  small  businesses  received 
management  counseling  and  technical  assistance  from  SBA's 
affiliated  programs,  including  13,000  retired  executives  in  the 
SCORE  program  and  more  than  900  Small  Business  Development  Centers 
(SBDCs)  and  subcenters  nationwide.  These  SBDCs  and  Business 
Information  Centers  (BICs)  provide  training  seminars  and 
publications  critical  to  the  success  of  entrepreneurs  who  cannot 
afford  the  costs  of  private  consultants.  During  the  year,  SBA  also 
opened  a  record  20  new  Women's  Business  Ownership  Demonstration 
Sites  to  assist  women  entrepreneurs. 

With  support  from  the  private  sector,  SBA  has  developed 
Business  Information  Centers  (BICs)  to  assist  small  firms  in  using 
the  latest  in  high-technology  hardware,  software  and 
telecommunications  breakthroughs.  Small  business  owners  can  access 
market  research  databases,  planning  and  spreadsheet  software  and 
vast  libraries  of  information  to  help  them  start  or  grow  their 
businesses.  BICs  also  offer  one-on-one  counseling  utilizing 
seasoned  business  veterans,  members  of  SCORE  or  staff  from  local 
SBDCs.  SBA  opened  BICs  in  ten  cities  in  FY  1995,  bringing  the 
total  number  of  program  sites  to  27  BICs  nationwide. 

In  addition  to  developing  BICs,  SBA  has  worked  to  develop 
interagency  agreements  and  private  sector  partners  which  allows  the 
Agency  to  provide  training  to  small  businesses  on  Electronic 
Commerce  (EC)  and  Electronic  Data  Interchange  (EDI) .  This  training 
helps  businesses  learn  about  new  federal  procurement  initiatives  at 
minimal  cost. 


Goal:      Serve  as  the  President's  "eyes  and  ears"  with  the  small 
business  community. 

In  1995,  small  business  owners  and  entrepreneurs  from  across 
the  country  came  together  for  the  White  House  Conference  on  Small 
Business.  This  conference  was  conducted  to  increase  public 
awareness  of  the  essential  contribution  of  small  businesses;  to 
identify  the  problems  of  small  businesses;  to  examine  the  status  of 
minorities  and  women  as  small  business  owners;  to  assist  small 
businesses  in  carrying  out  their  role  as  the  nation's  job  creators; 
and  to  assemble  small  businesses  to  develop  such  specific  and 
comprehensive  recommendations  for  executive  and  legislative  action 
as  may  be  appropriate  for  maintaining  and  encouraging  the  economic 
viability  of  small  businesses  and,  thereby,  the  nation. 
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Already,  the  Administration  has  implemented  (often  with  the 
help  of  Congress)  more  1995  Conference  recommendations  than  were 
implemented  after  both  the  1980  and  1986  conferences  combined. 
Through  its  Office  of  Advocacy,  SBA  is  following  up  on  the 
Conference  recommendations.  We  are  working  with  Conference 
delegates  to  implement  as  many  recommendations  as  possible  through 
legislative  and  administrative  action. 

FY  1997  BUDGET  REQUEST  ' 

The  President's  request  for  the  SBA  for  FY  1997  is  $808.4 
million.  It  reflects  the  President's  recognition  of  the  role  that 
small  businesses  play  in  our  nation's  economy,  and  it  evidences  his 
strong,  continued  commitment  both  to  small  businesses  and  to  a 
reinvigorated  SBA  as  the  vehicle  to  support  and  assist  them.  Yet 
SBA's  budget  takes  into  account  the  need  to  be  streamlined  and,  as 
I  told  you  last  year,  to  do  more  with  less.  It  is  worth  noting 
that  this  year's  entire  FY  1997  budget  is  less  than  one-half  of  the 
taxes  paid  by  one  SBA-assisted  company,  Intel,  Inc. ,  over  a  two- 
year  period  (1994-1995) . 

The  FY  1997  budget  also  takes  into  account  the  aforementioned  SBA 
goals. 


CREDIT  MUD   FINANCE  PROGRAMS 

As  you  know,  the  SBA  expands  access  to  capital  by  providing 
credit,  through  our  thousands  of  financial  intermediaries,  to  small 
businesses  unable  to  obtain  loans  needed  to  start-up  or  expand. 
Traditionally,  small  firms  have  faced  serious  problems  obtaining 
long-term  loans  in  the  private  credit  marketplace  because  lenders 
try  to  avoid  mismatches  of  long-term  assets  with  their  mostly 
short-term  liabilities.  The  SBA,  however,  has  helped  to  alleviate 
this  problem  by  providing  loan  guarantees  to  participating  lenders 
under  a  variety  of  programs. 

Let  me  take  a  moment  at  this  point  to  talk  about  the 
Administration's  budget  proposal  as  it  concerns  subsidy  rates. 
This  past  year,  pursuant  to  Title  V  of  the  1974  Budget  Act,  and  at 
my  specific  request,  the  Administration  undertook  what  is  believed 
to  be  the  most  comprehensive  analysis  of  the  loan  portfolio  of  any 
major  credit  agency.  More  than  600,000  loans  and  25  million 
transactions  were  included  in  this  study  of  SBA's  business  and 
disaster  loan  programs  during  the  period  from  1983  to  1995,  the 
period  for  which  historic  loan  data  is  available.  The  results  of 
this  analysis  have  led  to  a  revision  of  the  subsidy  rates  for 
several  programs,  including  the  7(a)  and  504  programs. 


This  comprehensive  analysis  of  SBA's  portfolio  is  the  first 
since  1990,  when  the  Credit  Reform  Act  was  enacted.  We  concluded 
that  these  loan  guarantees  were  "a  good  deal"  for  Americans  then, 
and  they  still  are.  But  our  findings,  as  a  practice  of 
conservative,  responsible  management,  reguire  that  these  programs' 
subsidy  rates  be  raised.  This  increase  in  the  subsidy  rates 
represents  a  correction  in  the  course  set  in  1991  when  SBA's  first 
subsidy  study  was  conducted.  We  are  aggressively  moving  forward  in 
strengthening  those  areas  that  will  assist  us  in  lowering  the 
subsidy  rate  in  subseguent  years.  And  given  the  likely  better 
performance  of  loans  made  in  more  recent  years,  the  subsidy  rate 
can  probably  be  reduced  over  time. 

7(a)  General  Business  Loan  Guarantee  Program 

In  its  Section  7(a)  general  business  loan  guaranty  program, 
SBA  guarantees  loans  made  by  private  lenders  to  small  firms  for 
working  capital,  start-up  costs,  expansion,  and  other  purposes. 
The  Administration's  comprehensive  portfolio  analysis  indicates 
that  actual  recoveries  and  defaults,  as  well  as  the  timing  of  such 
events,  have  differed  from  previous  estimates.  This  is 
particularly  true  for  the  loans  made  in  the  earliest  part  of  the 
1983-1995  period.  Therefore,  the  baseline  subsidy  rate  for  the 
7(a)  program  has  been  increased  from  1.06%  to  2.68%. 

The  FY  1997  budget  reguest  includes  an  appropriation  for  the 
7(a)  credit  subsidy  of  $294.8  million,  which  would  support  a 
program  level  of  $11.0  billion  for  FY  1997.  It  is  important  to 
note  that  the  Administration  is  requesting  that  the  program 
continue  to  grow  to  meet  the  unprecedented  demand  for  small 
business  loans,  but  we  are  requesting  no  programmatic  changes  for 
the  7(a)  program  in  FY  1997.  Additionally,  the  cost  of  the  program 
to  small  business  borrowers  and  to  SBA's  lending  partners  will  not 
change. 

Although  the  subsidy  rate  increase  results  in  a  need  for  more 
credit  subsidy  funding,  the  Administration  is  committed  to  making 
sure  small  businesses  can  continue  to  gain  access  to  capital  that 
they  need  to  start  and  expand  their  businesses.  We  feel  strongly 
that  the  7(a)  program  needs  to  be  supported  at  the  $11  billion 
level  and  therefore  have  requested  the  necessary  funding  in  the 
budget . 

It  should  be  noted  again  that  the  analysis  points  to  an 
improvement  in  the  7(a)  portfolio  quality  since  1993.  Loans  made 
over  the  past  several  years  have  shown  a  lower  incidence  of 
defaults.  If  these  positive  trends  continue,  as  we  believe  they 
will,  the  7(a)  subsidy  rate  will  begin  to  decline  next  year  with 
subsequent  reductions  to  follow  for  as  long  as  the  portfolio 
quality  improves  and  portfolio  management  capabilities  are 
maintained. 
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SBA's  budget  request  reflects  our  intention  to  continue 
existing  pilot  loan  programs  in  FY  1997.  These  programs  were 
developed  to  provide  greater  financing  access  for  underserved 
segments  of  the  small  business  community.  As  noted  above,  these 
include  the  Low  Doc  program,  the  Women's  and  Minority 
Pre-qualif ication  Pilot  loan  programs  and  the  FA$TRAK  program. 

Certified  Development  Companv  (504)  Program 

The  Section  504  Certified  Development  Company  (CDC)  Loan 
Program  provides  long-term,  fixed-rate  financing  to  small 
businesses  to  acquire  real  estate,  machinery,  and  equipment  for 
expansion  of  business  or  modernizing  facilities.  Through  this 
program,  the  Agency  promotes  economic  development  and  job  creation 
by  stimulating  the  flow  of  long-term  financing  to  small  firms  for 
projects  that  involve  fixed  assets  or  expansion. 

For  the  Section  504  Certified  Development  Company  program,  SBA 
is  requesting  a  $2.65  billion  program  level. 

The  Administration's  portfolio  analysis  indicated  that 
previous  estimates  of  recoveries  in  the  504  program  were  higher 
than  SBA's  actual  recovery  rate  and  that  previous  estimates  of 
defaults  were  lower  than  the  historical  defaults  used  to  calculate 
subsidy  costs.  Consequently,  the  baseline  (current  services) 
subsidy  rate  for  the  504  program  has  been  increased  from  0  to 
6.85%.  To  keep  the  504  authorizing  rate  at  zero  in  FY  1997,  the 
Administration  is  requesting  legislation  to  transform  the  Section 
504  program's  funding  mechanism  by  providing  funds  directly  to  our 
CDCs,  rather  than  through  the  sale  of  debentures  on  the  secondary 
market. 

Under  this  proposal,  SBA  would  lend  directly  to  Certified 
Development  Companies,  rather  than  guaranteeing  their  debentures. 
This  change  would  eliminate  the  cost  of  underwriters  and  other 
financial  intermediaries.  Importantly,  these  changes  would  not 
increase  the  cost  of  capital  to  the  Certified  Development  Companies 
and  would  not  increase  the  cost  of  borrowing  to  small  businesses  or 
the  risk  to  U.S.  taxpayers. 

We  look  forward  to  working  with  you  to  make  this  legislative 
adjustment  a  reality,  particularly  in  light  of  your  own  focus  on 
achieving  cost  savings  and  streamlining  government  operations. 

On  the  assumption  that  we  can  revise  the  funding  mechanism, 
the  Administration  requests  no  appropriation  for  subsidizing  the 
504  Program.  It  will  remain  a  self-funding  program  as  the  Congress 
intended  in  its  1995  legislation  (P.L.  104-36). 
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Small  Business  Investment  Company  fSBIC^  Program 

The  Small  Business  Investment  Company  (SBIC)  program  is  an 
important  source  of  equity  and  subordinated  debt  financing  for 
small  businesses.  The  program  provides  SBA-backed  funds  to 
supplement  private  capital  raised  by  private  sector  venture  capital 
companies.  These  combined  funds  represent  an  important  source  of 
capital  for  growing  small  businesses. 

Since  the  restructuring  of  the  program  in  1994,  SEA  has 
experienced  a  huge  increase  in  demand  for  SBIC  leverage.  As  I  said 
earlier,  during  the  last  two  fiscal  years,  57  new  SBICs  have  been 
licensed,  bringing  $844  million  of  private  capital  into  the 
program.  This  is  as  much  private  capital  as  that  raised  by  the 
program  in  the  preceding  10  years. 

To  meet  the  increasing  demand  for  SBIC  leverage,  SBA  is 
requesting  a  $21.7  million  appropriation  to  support  the  SBIC 
debenture  and  participating  securities  guaranties.  Of  this  amount, 
$8.2  million  would  support  SBIC  debenture  guarantees  of  $225 
million  and  $13.5  million  would  support  participating  securities 
guarantees  of  $400  million. 

These  amounts  represent  a  significant  increase  in  the  guaranty 
level  for  SBICs  while  concurrently  reducing  the  costs  to  the 
taxpayer.  The  $225  million  guaranty  for  debenture  funding  will 
more  than  double  the  program  level  from  FY  1996  levels,  while  the 
$8.2  million  appropriation  is  a  reduction  of  almost  50  percent  over 
the  same  period.  The  proposed  $400  million  authorization  for 
participating  securities  is  a  50  percent  increase  in  program  level 
at  a  44  percent  reduction  in  appropriations  to  $13.5  million  as 
compared  to  FY  1996. 

In  order  to  reduce  the  program's  subsidy  cost,  SBA  is 
proposing  a  legislative  change  that  provides  for  users  of  the 
program  —  the  SBICs  —  to  pay  slightly  more  for  their  SBA  leverage 
in  FY  1997.  The  current  two  percent  funding  fee  (three  percent  if 
a  commitment  is  used)  will  be  increased  to  three  percent  for  all 
funding,  and  an  annual  one  percent  fee  will  be  established  on  the 
outstanding  loan  balance.  These  actions  are  consistent  with  the 
recommendations  of  the  industry-led  SBIC  Reinvention  Council,  which 
proposed  program  reforms  in  its  1995  report.  These  charges  will 
reduce  the  subsidy  rate  of  the  SBIC  debenture  program  from  15.4  6% 
in  1996  to  3.65%  for  1997,  and  in  the  SBIC  participating  securities 
program  from  nine  percent  in  1996  to  3.38%  in  1997. 

In  keeping  with  our  efforts  to  improve  the  management  of  the 
SBIC  program,  we  have  contracted  out,  or  "outsourced,"  a 
substantial  portion  of  our  SBIC  liquidation  activities.  Currently, 
SBA  uses  self-liquidation  agreements  and  receiverships  to  augment 
resources  on  62%  of  the  SBIC  liquidation  activity.  That  percentage 
will  increase  to  75%  once  the  procurement  process  for  four 
additional  contracts  with  the  private  sector  is  complete. 
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Microloan  Program 

SBA  is  requesting  $5.1  million  for  the  Microloan  Program, 
which  will  support  a  $62  million  program  level  for  both  direct 
loans  and  guarantees.  The  subsidy  rates  for  FY  1997  were  re- 
evaluated to  reflect  actual  performance.  The  rate  is  decreasing 
from  15.69%  to  8.20%  for  direct  microloans  and  from  11.95%  to  8.43% 
for  guaranteed  microloans.  We  are  also  requesting  $15.4  million 
for  related  technical  assistance.  This  program  allows  SBA  to 
provide  loans  and  technical  assistance  grants  to  non-profit 
intermediaries.  The  intermediaries,  in  turn,  use  these  funds  to 
provide  loans  in  amounts  up  to  $25,000  and  technical  assistance  to 
individual  small  business  owners. 

The  microloan  pilot  is  allowing  SBA  to  evaluate  the 
effectiveness  of  using  third-party,  experienced  lenders  and 
technical  assistance  providers  to  make  smaller  loans  and  provide 
technical  support  to  small  businesses  with  very  modest  borrowing 
needs.  The  program's  great  strength  is  the  technical  assistance 
that  SBA  grant  funding  provides  for  the  small  businesses. 

Surety  Bond  Guarantee  Program 

SBA  is  requesting  $3.7  million  in  new  budget  authority  to 
support  $1.76  billion  in  guarantees  for  the  Surety  Bond  Guarantee 
(SBG)  Program,  under  which  SBA  guarantees  bonds  that  are  issued  by 
surety  companies  on  behalf  of  small  contractors.  The  SBA 
guarantees  up  to  90  percent  of  losses  incurred  on  bonds  for 
construction,  service  and  supply  contracts  of  $1,250,000  or  less 
that  are  performed  by  small  businesses. 

In  FY  1995,  through  the  SBG  Program,  SBA  assisted  contractors 
in  obtaining  6,807  contracts,  totalling  $1.2  billion  in  contract 
value.  SBA  estimates  that  58,000  jobs  resulted  and  savings  of  $80 
million  for  taxpayers  were  realized  through  SBA-guaranteed  bonding 
of  low  bidders. 


Disaster  Loan  Program 

The  SBA's  disaster  loans  are  the  primary  form  of  Federal 
assistance  for  non-farm,  private  sector  disaster  losses.  For  this 
reason,  the  program  is  the  only  form  of  SBA  assistance  not  limited 
to  small  businesses.  Disaster  loans  from  the  SBA  help  homeowners, 
renters,  businesses  of  all  sizes  and  non-profit  organizations  fund 
rebuilding.  The  SBA's  disaster  loans  are  often  the  lifeline  in 
disaster-ravaged  communities,  helping  to  spur  employment  and 
stabilize  the  tax  base.  During  the  program's  41  years,  the  SBA  has 
approved  more  than  1.23  million  disaster  loans  worth  $25  billion  to 
victims  of  physical  disasters. 
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The  goal  of  SBA's  Disaster  Assistance  Program  is  to  serve  the 
disaster  victim  in  the  most  effective  and  efficient  manner  within 
statutory  authority.  In  almost  every  instance,  SBA  completes  its 
work  on  any  given  disaster  long  before  18  months  have  elapsed. 
There  are  sometimes  circumstances,  however,  where  18  months  is  not 
long  enough  —  both  for  small  businesses  involved  and  for  the  U.S. 
taxpayers.  There  are  mega-disasters  —  the  1994  Northridge 
earthquake  for  example  —  where  the  sheer  magnitude  of  the  damage 
is  such  that  SBA's  operation  could  not  be  completed  within  this 
time  frame. 

Among  many  important  reasons  that  an  18-month  limit  would  be 
a  problem  is  the  fact  that  SBA  disaster  payments  are  disbursed 
serially  as  they  are  used  and  needed.  This  process  ensures  that 
loan  money  is  only  used  by  disaster  borrowers  if  it  is  required. 
For  huge  disasters,  an  18-month  time  limit  would  not  allow 
borrowers  to  collect  all  of  their  money.  In  addition,  the 
disbursement  process  would  become  extremely  expensive  under  an  18- 
month  moratorium  because  SBA  disaster  personnel  would  have  to  be 
sent  back  to  each  of  the  sites  to  make  an  inspection  every  time  a 
disbursement  were  made. 

If  SBA  were  to  begin  disbursing  the  entire  amount  of  a  loan  at 
the  outset  of  the  loan  approval,  it  would  also  prove  to  be  an 
ineffective  use  of  SBA  funds.  Many  times,  after  a  loan  has  been 
approved,  actual  repair  costs  are  less  than  estimated,  or  private 
insurance  pays  for  more  of  the  damage  than  anticipated.  In  these 
instances,  the  borrower  does  not  require  the  entire  amount  for 
which  the  loan  was  originally  approved.  If  SBA  were  to  pay  out  the 
entire  amount  of  the  loan,  millions  of  dollars  of  SBA  funds  would 
be  spent  needlessly. 

As  for  servicing  loan  activities,  SBA  has  already  achieved 
economies  of  scale  by  centralizing  disaster  home  loan  activities  at 
four  sites.  However,  as  this  Committee  has  indicated,  SBA  must 
continue  to  look  at  ways  to  further  reduce  the  costs  related  to 
disaster  loan  servicing.  That  is  why  on  February  16,  1996,  SBA 
published  a  Federal  Register  Notice  requesting  comments  from  the 
public  regarding  the  most  efficient  method  of  handling  the 
servicing  and  collection  functions  of  these  loans  a  cost  consistent 
with,  or  below  existing  levels.  The  closing  date  for  comments  is 
April  16,  1996. 

Given  rising  Federal  costs  resulting  from  the  tremendous  level 
of  disasters  experienced  over  the  past  six  years,  the 
Administration  is  proposing  a  legislative  change  to  adjust  the 
disaster  loan  interest  rates  to  the  Treasury  cost  of  funds  for 
securities  of  similar  maturity.  At  the  program's  current  interest 
rate  of  roughly  four  percent,  the  Government  is  indirectly 
providing  a  disincentive  for  individuals  to  insure  adequately 
against  natural  disasters.  Accordingly,  it  is  vital  to  bring  the 
interest  rates  charged  for  these  loans  more  in  line  with  market 
rates. 
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Assuming  enactment  of  the  reform  discussed  above,  SBA's 
request  for  subsidy  budget  authority  of  $65.8  million  and  $27.6 
million  for  administrative  expenses  to  support  $833  million  in 
disaster  lending  (at  a  subsidy  rate  of  7.9%).  This  loan  level 
would  allow  the  Agency  to  fund  the  10-year  historical  average  level 
of  disaster  loans  (excluding  the  Northridge  earthquake) .  If  the 
reform  is  not  adopted,  however,  the  requested  appropriation  would 
support  only  $406  million  in  lending  because  the  subsidy  rate  would 
remain  at  the  current  services  rate  of  16.21  percent. 

BDSINESS  EDUCATION  AND  TRAINING 


Small  Business  Development  Center  (SBDC)  Program 

The  SBDC  Program,  created  by  the  Congress  in  1980  has  one 
unifying  purpose:  to  foster  economic  development  through  the 
provision  of  management,  technical  and  research  assistance  to  the 
nation's  small  businesses.  By  virtue  of  their  counseling,  training 
and  specialized  services  offerings,  SBDCs  help  to  save  companies 
and  jobs,  create  new  jobs  through  business  expansion,  stimulate 
lending  that  results  in  increased  production,  and  assist 
businesses  in  surviving  industry  or  sector  downturns. 

As  a  result  of  reinvention  efforts  designed  to  improve  the 
delivery  of  SBA's  programs,  SBA  also  proposed  a  shift  in  the 
responsibility  and  resources  for  the  Women's  Demonstration  Program 
and  the  7(j)  Technical  Assistance  Program  to  an  enhanced  Small 
Business  Development  Center  (SBDC)  program. 

The  Administration  submitted  legislation  during  the  first 
session  of  the  104th  Congress  to  make  the  changes  necessary  to 
streamline  the  administrative  process  to  carry  out  this  proposal. 
SBA  will  resubmit  this  legislative  request  to  the  Congress. 

Additionally,  SBA  has  requested  that  the  prohibition  against 
SBDCs  charging  fees  be  repealed  by  the  Congress.  The  prohibition 
was  lifted  in  the  Conference  Report  to  the  FY  1996  Commerce, 
Justice,  State,  Judiciary  and  Related  Agencies  bill.  The 
Administration  continues  to  support  this  proposal. 

For  FY  1997,  the  Agency  is  requesting  an  appropriation  of 
$72.3  million  for  an  enhanced  Small  Business  Development  Center 
(SBDC)  Program. 
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i '  Business  Information  Centers  (BICs) 

For  FY  1997,  SEA  is  requesting  $485,000  for  the  Business 
Information  Center  (BIC)  program.  BICs  combine  the  latest  computer 
technology,  hardware  and  software,  an  extensive  small  business 
reference  library  of  hard  copy  books  and  publications  and 
management  videotapes  to  help  entrepreneurs  plan  their  business, 
expand  an  existing  business  or  venture  into  new  business  areas. 
The  use  of  software  for  a  variety  of  business  applications  offers 
customers  of  all  types  a  means  for  addressing  diverse  needs.  In 
addition  to  the  self-help  hardware,  software  and  reference 
materials,  BICs  have  on-site  counseling  provided  by  SCORE 
volunteers  and  other  resource  partners. 

Currently,  BICs  are  located  in  26  cities.  By  the  end  of  the 
current  fiscal  year,  we  plan  to  have  a  total  of  60  BICs  open  to  the 
public.  The  Business  Information  Centers  are  one  of  our  most 
innovative  methods  of  providing  a  one-stop  approach  to  information, 
education  and  training  for  small  business  owners. 

Service  Corps  of  Retired  Executives  (SCORE) 

SBA  is  requesting  an  appropriation  of  $3.3  million  for  the 
SCORE  Program.  SCORE  counsels  and  trains  the  largest  number  of 
start-up  business  owners  each  year.  Through  one-on-one  counseling 
and  workshops  conducted  by  13,000  volunteers,  SCORE  reaches 
approximately  350,000  business  owners  annually. 

U.S.  Export  Assistance  Centers 

SBA  is  requesting  $3.1  million  of  continued  funding  for  the 
USEACs  in  FY  1997. 


One-Stop  Capital  Shops 

This  initiative  combines  several  of  SBA's  economic  resources 
into  a  single  program  to  be  used  in  tandem  with  Empowerment  Zones 
and  Enterprise  Communities.  Combining  the  delivery  of  the  Agency's 
financial  and  business  development  programs  at  one  location 
provides  more  user-friendly  and  streamlined  approach  to  servicing 
our  customers.  SBA  is  requesting  continued  funding  for  the  One- 
Stop  Capital  Shops. 
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SMALL  BUSINESS  ADVOCACY 


Government  Contracting  and  Minority  Enterprise  Development  (MED^ 

Through  MED,  SBA  assists  businesses  owned  and  controlled  by 
socially  and  economically  disadvantaged  individuals  to  be  more 
successful  in  the  mainstream  national  economy.  Through  the  award 
of  sole-source  and  limited-competition  contracts,  MED  provides  a 
way  for  small  businesses  owned  and  controlled  by  economically  and 
socially  disadvantaged  individuals  to  access  market  growth 
opportunities. 

SBA  is  requesting  $9.8  million  for  MED  in  FY  1997,  an  increase 
of  $5  million  from  last  year  to  improve  processing  of  8(a) 
applications  and  determinations  of  small  disadvantaged  business 
status.  It  will  also  update  office  automation,  enabling  staff  to 
devote  more  time  to  providing  hands-on  business  development 
assistance  to  participating  firms.  Finally,  it  will  provide  for 
the  expansion  of  the  executive  development  program  through  the  7(j) 
technical  assistance  program  to  help  a  greater  number  of  program 
participants  achieve  full  competitive  viability. 

Office  of  Government  Contracting 

SBA  is  also  requesting  an  $11.3  million  appropriation  for  the 
Office  of  Government  Contracting  (OGC) .  This  includes  $9.2  million 
for  field  area  offices  to  deliver  the  procurement  programs  and  $2.1 
million  at  the  central  office  for  the  crafting  of  procurement 
policy  and  legislative  changes  affecting  the  small  business 
community.  The  $11.3  million  is  an  increase  of  $257,000  above  the 
fiscal  year  1996  conference  level.  This  additional  funding  is 
necessary  to  promote  new  technology  and  training  for  small 
businesses  in  electronic  commerce  and  electronic  data  interchange. 

It  is  important  to  the  small  business  community  that  SBA 
continue  to  aggressively  pursue  its  mandate  to  ensure  access  to 
opportunities  for  government  contracts  and  subcontracts.  Each 
year,  these  opportunities  result  in  billions  of  dollars  in  contract 
and  subcontract  awards  to  small  business  firms. 


Office  of  Technology 

The  Office  of  Technology  (OT)  promotes  an  accessible  market 
for  small,  high-technology  businesses  to  participate  in  satisfying 
the  research  and  development  needs  of  the  federal  government.  To 
accomplish  this  objective,  OT  provides  strong,  coordinated 
leadership  to  the  small  business  technology  sector.  The  office 
places  particular  emphasis  on  directing  the  interagency  effort 
which  delivers  the  Small  Business  Innovation  Research  (SBIR)  and 
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Small  Business  Technology  Transfer  (STTR)  programs.  Recognizing 
the  quantum  leap  that  high  technology  is  taking  in  this  decade,  the 
focus  of  the  OT  on  maximizing  federal  and  small  business 
participation  is  important  to  small  business. 

In  FY  1997,  the  SBIR  program's  legislated  goal  for  small 
business  will  be  2 . 5  percent.  This  level  will  result  in  awards  to 
small  business  totalling  approximately  $1.2  billion. 

The  SBIR  program  is  currently  authorized  through  FY  2000. 
However,  the  STTR  program  will  expire  September  30,  1996  based  on 
its  enabling  legislation.  The  OT,  as  you  remember,  testified 
before  this  committee  on  March  6,  1996  and  recommended  that 
Congress  extend  the  program  to  coincide  with  the  authorization  of 
the  SBIR  program  in  the  year  2000. 

Office  of  Advocacy 

The  SBA  will  continue  to  strive  for  a  positive  economic  and 
less  government-intrusive  environment  for  small  business.  To 
accomplish  this  objective,  we  will  continue  to  work  to  reduce 
unnecessary  regulation  and  paperwork,  examine  existing  Federal 
programs,  and  identify  the  problems  of  small  businesses  and 
recommend  solutions.  Through  our  Office  of  Advocacy,  we  want  to 
live  up  to  SBA  responsibility  as  the  voice  of  small  business  in  the 
Executive  Branch.  SBA  has  requested  $5.2  million  for  the  Office  of 
Advocacy  in  the  FY  1997  budget. 


IMPROVING  OPERATING  EFFICIENCIES 


Streamlining  Operations 

The  Budget  assumes  a  continued  commitment  to  Agency 
reinvention  efforts  aimed  at  streamlining  our  operations  both  in 
the  field  and  at  the  Washington,  D.C.,  headquarters.  In  addition, 
we  intend  to  build  upon  recent  successes  realized  from  improvements 
in  the  delivery  of  agency  programs.  Implementation  of  the  Low  Doc 
program  and  establishment  of  centralized  loan  servicing  centers 
have  not  only  improved  operating  efficiencies,  but  also 
dramatically  enhanced  the  level  of  satisfaction  of  the  Agency's 
small  business  customers.  Improved  currency  rates  in  the  repayment 
of  SBA  loans  are  another  important  tangible  consequence  of  these 
management  changes. 

SBA  is  also  improving  its  efficiency  in  the  business  loan 
processing  function.  During  FY  1995,  we  centralized  the  processing 
of  Preferred  Lender  Program  (PLP)  loans  in  our  Sacramento  Loan 
Processing  Center.  This  unit  takes  advantage  of  automated  systems 
and  economies  of  scale  to  assure  consistent  delivery  of  the  PLP 


program  and  high  quality  customer  service.  Thus  far,  in  FY  1996, 
37  percent  of  the  total  dollars  of  7(a)  loans  processed,  and  19 
percent  of  the  total  number  of  loans  processed,  have  been  through 
the  PLP  program.  This  compares  with  16  percent  of  the  total 
dollars,  and  eight  percent  of  the  number  of  loans  in  FY  1995.  This 
change  can  be  attributed  directly  to  the  legislation  passed  by  this 
Committee  last  year  (P.L.  104-36) ,  which  eliminated  the 
disincentive  for  banks  to  use  the  PLP  program. 

By  the  end  of  FY  1996  we  expect  our  loan  servicing  centers  to 
service  SBA's  entire  portfolio  of  current  commercial  loans.  This 
will  reduce  operating  costs  by  utilizing  automation  and  creating 
economies  of  scale,  as  well  as  improve  the  quality  of  service  to 
our  customers. 


Regular  Salaries  and  Expenses 

Reduced  funding  for  salaries  and  expenses  reflects  our  ongoing 
initiative  to  serve  our  customers  more  efficiently  and  effectively 
and  to  save  taxpayer  dollars.  The  SEA  recently  completed  a 
two-phase  program  which  moved  personnel  from  our  headquarters  and 
regional  offices  to  various  district  offices  close  to  our 
customers.  To  date,  more  than  200  employees  have  voluntarily  moved 
to  district  offices.  Since  1992,  SBA's  overall  non-disaster  and 
non-OIG  staff  has  been  reduced  by  21.2  percent;  and  in  the  same 
period,  headquarters  staff  has  been  reduced  2  9  percent.  In  the  18 
months  since  I  have  been  Administrator,  moreover,  our  headquarters 
staff  has  been  reduced  18.5  percent.  The  Agency  expects  to 
continue  its  efforts  to  streamline  its  operations. 

The  budget  request  for  salaries  and  expenses  (excluding  OIG  and 
disaster  employees)  is  $383.2  million,  which  will  fund  3,122  full- 
time  equivalents  (FTEs) . 


OFFICE  OF  INSPECTOR  GENERAL 

The  Office  of  Inspector  General  (OIG) ,  as  an  independent 
office  within  the  SBA,  conducts  and  supervises  audits  and 
investigations  of  SBA  programs  and  operations.  This  office  also 
detects  and  prevents  fraud,  waste  and  abuse,  and  promotes  policies 
for  improvement  of  economy,  efficiency,  and  effectiveness  in  the 
administration  of  SBA  programs  and  operations. 

The  budget  request  for  the  OIG  is  $10.0  million  to  fund  109 
FTEs.  This  amount  would  support  the  current  operations  level  of 
$9.5  million.  The  additional  $500,000  would  support  our  authorized 
FTE  level  of  109,  including  the  14  temporarily-appointed  disaster 
employees  who  are  currently  funded  by  $3  million  of  no-year  funding 
that  will  expire  in  FY  1997. 


The  Agency,  and  I  personally,  fully  support  this  request  as 
being  essential  to  fund  critically  needed  OIG  audits, 
investigations,  and  inspections  —  all  of  which  save  Federal 
dollars,  deter  further  violations  of  law,  and  help  ensure  SBA's 
positive  impact  on  the  small  business  community.  An  adequately- 
funded  OIG  is  even  more  important  as  the  Agency's  loan  portfolio 
expands. 

REGULATORY  REFORM 

Madam  Chairman,  in  your  invitation  for  my  testimony  at  this 
hearing,  you  requested  details  concerning  SBA's  noteworthy 
accomplishments  in  streamlining  its  regulations.  On  March  4,  1995, 
President  Clinton  directed  the  SEA  to  complete  a  page-by-page, 
line-by-line  review  of  all  of  its  existing  regulations  to  determine 
which  might  be  revised  or  eliminated.  And  to  implement  the 
President's  directive,  I  asked  John  Spotila,  SEA  General  Counsel 
and  Regulatory  Policy  Officer,  to  lead  a  special  task  force  in 
evaluating  all  agency  regulations  for  need,  effectiveness,  and 
clarity. 

Eighteen  attorneys  (14  from  our  field  offices)  were  assigned 
to  work  on  four  simplification  teams,  each  responsible  for  a  broad 
subject  area  (government  contracting,  finance,  administration,  and 
other  SEA  programs) .  Under  the  direction  of  David  Kohler  and  Mark 
Stephens  of  SEA's  Office  of  General  Counsel,  the  teams  reviewed  all 
of  SEA'S  regulations  in  detail  and  identified  specific  streamlining 
and  simplification  opportunities. 

SEA  also  held  five  grassroots  partnership  meetings  in  1995 
with  the  regulated  community  —  bankers,  small  business  owners, 
government  contractors,  and  SEA  field  personnel.  These  meetings 
were  led  by  me  or  by  Jere  Glover,  our  Chief  Counsel  for  Advocacy. 
While  some  participants  indicated  that  they  did  not  regard  SEA  as 
a  major  source  of  regulatory  burdens,  they  welcomed  the  prospect  of 
further  streamlining  and  paperwork  reductions.  At  several  trade 
group/association  meetings  and  national  conventions,  my  colleagues 
and  I  announced  our  regulatory  efforts  and  sought  input. 

The  agency  teams  first  undertook  a  page-by-page,  line-by-line 
review  of  each  regulation,  looking  for  duplication,  outdated  or 
outmoded  requirements,  and  confusing  language.  During  this 
examination,  they  asked  experienced  program  personnel  for 
suggestions  and  ideas.  As  part  of  the  review,  they  focused  on  the 
agency's  delivery  of  programs,  seeking  to  ensure  a  less  cumbersome 
and  more  efficient  process,  with  an  emphasis  on  enhanced  customer 
service.  Then  the  teams  summarized  their  findings,  highlighting 
any  regulation  which  imposed  an  unnecessary  burden  or  which  would 
be  more  appropriately  covered  in  internal  operating  procedures  or 
a  statement  of  policy  guidance.  They  also  noted  the  effective  date 
of  each  regulation  to  assist  in  determining  whether  it  was 
outdated . 
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Whenever  possible,  the  teams  identified  substantive  changes 
which  could  lead  to  effective,  concise,  user-friendly  regulations. 
The  task  force  goal  was  to  help  the  agency  improve  speed  and 
efficiency,  use  resources  more  effectively,  and  make  it  easier  for 
employees  to  do  their  job.  If  partnership  was  a  theme,  common 
sense  was  the  guide. 

This  methodology  and  collaboration  laid  the  foundation  for 
revision  of  100  percent  of  the  regulations  which  SBA  had  authority 
to  change.  (Some  regulations  are  government-wide  in  their  effect 
and  cannot  be  changed  by  a  single  agency  acting  alone.)  We  made 
significant  improvements  in  clarity,  reducing  the  total  number  of 
pages  of  SBA-specific  regulations  by  about  50%  (from  548  pages  to 
294  pages) .  Despite  added  difficulties  caused  by  two  furloughs  and 
a  snowstorm  shutdown,  SBA  completed  its  task  in  time  to  publish  all 
of  the  new  Rules  in  this  year's  version  of  the  Code  of  Federal 
Regulations. 

SBA  has  thereby  given  its  customers,  partners  and  employees  a 
more  user-friendly,  concise  regulatory  scheme.  The  following 
illustrations,  all  of  which  have  been  completed,  indicate  the 
"common-sense,"  "plain  English"  approach  we  have  taken,  with  input 
from  our  program  staff  and  partners: 

1.  Consolidation  of  all  agency  discrimination  regulations  in 
one  C.F.R.  Part.  SBA  had  four  separate  Parts  addressing 
various  forms  of  discrimination  such  as  race,  national  origin, 
age  and  sex.  One  new  Part  now  addresses  all  forms  of 
discrimination,  while  eliminating  the  duplicative  procedural 
requirements  previously  repeated  in  each  separate  Part. 

2.  Simplification  of  size  regulations  to  clarify,  correct, 
and  consolidate  definitions  and  procedures  for  filing  and 
processing  a  small  business  size  protest  or  size  appeal. 

These  changes  will  have  a  government-wide  beneficial  effect 
and  will  assure  that  size  protests  are  determined  more 
expeditiously  for  the  benefit  of  government  contracting 
officers  and  contractors  alike.  The  changes  will  also  greatly 
reduce  the  time  spent  by  SBA  employees  in  processing  size 
determinations  and  appeals  of  those  determinations.  The  size 
regulations  define  a  "small  business  concern"  for  purposes  of 
government  programs  benefitting  small  business,  and  establish 
procedures  for  SBA's  determination  of  the  size  status  of  a 
particular  firm  in  response  to  a  protest  or  a  request  by  a 
contracting  officer  or  other  interested  party. 

3.  Redrafting  of  SBA's  business  loan  regulations  into  one 
Part  to  encompass  all  business  loan  programs.  Section  7(a)  of 
the  Small  Business  Act  authorizes  the  SBA  to  guarantee  loans 
to  small  businesses  that  cannot  obtain  financing  on  reasonable 
terms  through  normal  lending  channels.  This  change  allows 
small  businesses  or  SBA  intermediaries  to  find  the  relevant 
loan  program  regulations  in  one  section,  thereby  saving  time 
for  employees,  resource  partners  and  small  business  customers. 


23-527  97-3 
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4.    Simplification   of   SBA's   504   Progrjun   regulations. 

Sweeping  changes  to  this  program,  now  being  implemented,  will 
substantially  reduce  SBA  staff  time  spent  on  program  delivery. 
Specifically,  the  average  review  time  by  SBA  attorneys  will  be 
reduced  from  four  hours  to  20  minutes  per  loan  package, 
resulting  in  more  efficient  service  to  borrowers  and  greater 
control  over  the  timing  of  services  for  the  CDC. 

This  comprehensive  effort  was  unprecedented: 

1.  SBA  accomplished  all  of  its  work  in  less  than  10  months, 
from  initial  review  and  analysis  of  all  regulations,  to 
publication  in  the  Federal  Register  of  all  final 
regulations. 

2.  SBA  reviewed  every  sentence  of  every  regulation  of  SBA. 

This  review  was  no  "hurry-up  and  do  something  so  we  can 
say  we  did  it"  exercise,  but  a  detailed,  time-consuming, 
line-by-line  analysis,  with  written  commentary 
recommending  appropriate  changes  and  documenting  the 
analysis. 

3.  SBA  revised  or  eliminated  100  percent  of  the  regulations 
within  our  power  to  change.  There  literally  was  not  a 
single  sentence  that  was  left  untouched  in  this  process, 
either  through  elimination,  language  change,  or 
reorganization.  No  matter  how  minutely  one  defines 
"regulation,"  whether  as  Part,  Section,  Paragraph, 
Subparagraph,  or  Sentence,  it  is  a  true  statement  that  we 
revised  or  eliminated  every  one. 

4.  SBA  reinvented  its  regulations  in  meaningful,  specific 
ways  (rather  than  simply  editing  some  language  and 
calling  it  "reinvention") . 

•  Each  Part  or  consolidated  Part  was  restructured  so 
that  information  is  more  logically  presented  to  the 
reader. 

•  Much  more  extensive  Tables  of  Contents  were 
created,  using  subparts  and  section  headings  so 
that  the  user  can  more  easily  locate  information. 

•  Most  section  headings  and  the  regulatory  text  which 
followed  were  converted  to  a  "Question  and  Answer" 
approach  that  is  more  informative  and  direct. 

•  Much  of  the  regulatory  text  was  converted  to  a 
style  speaking  directly  to  the  reader  as  "you." 
The  result  is  text  which  becomes  much  more  clear  in 
terms  of  who  must  do  what  and  what  it  is  he  or  she 
must  do. 
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•  The  regulatory  text,  formerly  made  up  of  long, 
complex,  legalistic  sentences,  was  converted  into 
short,  simple,  declarative  statements  or  charts  to 
aid  the  user. 

SBA's  regulatory  streamlining  effort  has  produced  rules  which 
are  shorter,  clearer  and  easier  to  understand.  As  an  example, 
compare  these  two  approaches  to  describing  firms  which  are 
ineligible  for  SBA  assistance: 

Old  Rule  (72  words); 

"(c)  Illegal  Activities.  Concerns  that  are  engaged  in  an 
illegal  activity  or  are  engaged  in  the  production, 
servicing,  or  distribution  by  sale  or  otherwise  of 
products  or  services  used  in  connection  with  an  illegal 
activity.  This  includes,  but  is  not  limited  to,  the 
production,  servicing,  distribution  of  products  or 
services  that  are  used  or  intended  to  be  used  primarily 
or  exclusively  in  connection  with  the  unlawful  use  of 
drugs  or  controlled  substances,"^ 

New  Rule  (6  words); 

"(h)  Businesses  engaged  in  any  illegal  activity;"^ 

I  trust  you  will  agree  that  there  are  many  benefits  that  will 
flow  from  this  effort: 

1.  The  users  of  our  regulations  will  more  clearly  understand 
our  requirements  and  save  time  and  money.  Our  resource 
partners  will  be  able  to  work  with  SBA  more  effectively 
and  with  less  cost.  Small  businesses  will  save  directly 
on  fees  paid  others  to  assist  them  in  obtaining  program 
benefits  or  in  achieving  compliance.  Our  own  employees 
will  be  able  to  more  accurately  interpret  and  inform 
small  businesses  as  to  our  requirements. 

2.  The  users  of  our  regulations  can  more  readily  locate  the 
information  they  need.  By  eliminating  material  and 
organizing  the  remaining  provisions  more  logically, 
information  can  be  found  more  quickly.  Not  only  will  the 
time  spent  locating  applicable  provisions  be  lessened, 
but  the  frustration  level  for  small  businesses,  our 
resource  partners  and  our  own  employees  will  be  reduced. 


^  13  CFR  120. 101-2 (c) 
2  13  CFR  120.110  (h) 
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3 .  The  pattern  for  plain  English  regulations  has  been 
established.  Future  regulation  changes  can  easily  follow 
the  same  style. 

4.  The  regulations  will  serve  as  a  model  for  Standard 
Operating  Procedures  (SOP)  and  Forms,  so  that  they  also 
become  more  clear,  concise  and  user-friendly. 

Perhaps,  too,  other  agencies  of  government  can  benefit  from 
our  experience  in  this  project. 

This  regulatory  reform  initiative  did  not  occur  in  a  vacuum. 
SBA  relied  heavily  on  suggestions  and  comments  from  our  resource 
partners  and  our  small  business  partners.  All  of  the  Rules  were 
published  for  comment  in  the  Federal  Register  last  year.  Each 
comment  received  was  carefully  weighed  and  individually  considered. 
But  even  before  the  comment  periods  formally  began,  SBA  was 
involved  in  significant  outreach  and  grassroots  partnership 
efforts.  We  met  and  worked  closely  with  trade  groups,  customers 
and  resource  partners.  We  listened  carefully  to  every  suggestion 
received,  whether  specific  to  SBA  or  applicable  more  directly  to 
other  federal  departments  and  agencies  having  an  impact  on  small 
business. 

In  his  Memorandum  of  March  4,  1995,  President  Clinton  directed 
that  the  heads  of  Departments  and  Agencies  convene  grassroots 
partnership  meetings  around  the  country  to  be  attended  by  front- 
line regulators  and  those  being  regulated.  SBA  used  such  meetings 
to  foster  a  spirit  of  cooperation  between  government  and  those  it 
serves  and  to  provide  a  ready  forum  through  which  regulators  may 
learn  and  receive  suggestions  and  recommendations  from  those 
affected  by  regulation. 

SBA  conducted  regulatory  partnership  meetings  in  San  Antonio, 
Texas;  King  of  Prussia,  Pennsylvania;  St.  Louis,  Missouri;  New 
York,  New  York;  and  San  Francisco,  California,  April  10  through 
April  27,  1995.  These  were  attended,  in  total,  by  more  than  two 
hundred  fifty  (250)  small  business  owners,  contractors,  lenders, 
loan  recipients,  8(a)  concerns,  7(j)  program  providers,  large  prime 
contractors,  small  business  development  centers,  certified 
development  companies,  state  agencies,  and  SCORE  volunteers. 

Attendees  were  invited  to  participate  in  break-out  sessions 
on  Financial  and  Business  Development  Programs,  Government 
Contracting,  and  Small  Business  Regulatory  Issues.  In  one 
instance,  there  also  was  a  Speak-out  session  devoted  to 
simplification  of  SBA's  504  Program.  The  Business  Regulatory 
Issues  breakout  provided  a  forum  for  small  businesses  to  tell  the 
SBA  about  any  concerns  they  had  with  any  agency's  regulations  and 
to  offer  suggestions  as  to  how  SBA  programs  could  be  made  more 
"user-friendly. " 
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After  the  break-out  sessions,  all  participants  reconvened  for 
summaries  of  the  discussion  groups.  At  three  locations,  I 
personally  participated  in  this  plenary  session;  at  two,  Jere 
Glover,  our  Chief  Counsel  for  Advocacy,  chaired  the  events.  At  all 
of  the  meetings,  and  at  continuing  regulatory  reform  events  SBA  has 
hosted  around  the  country,  the  purpose  has  been  for  SBA  to  listen 
and  learn. 


Among  the  many  suggestions  were  the  following: 

Place  all  regulations  relating  to  business  loans  into  one 
Part  of  the  CFR 

Consolidate  all  certifications  by  borrowers  into  one 
document 

Increase  SBDC  involvement  with  new  borrowers 

Require  business  counseling  before  a  borrower  receives  a 
loan 

Institute  a  uniform  certification  system  for  all 
government  programs  designed  to  assist  disadvantaged 
business  concerns 

Coordinate  the  policies  of  SBA  and  the  Office  of  the 
Comptroller  of  the  Currency  on  small  business  loan  issues 

Increase  publicity  regarding  the  benefits  of  the  8(a) 
program 

Create  a  government-wide  telecommunications  system  on 
business  issues  to  disseminate  information  to  small 
businesses  and  SBA  intermediaries 

Improve  program  marketing  to  the  public 

Improve  communications  between  SBA  and  lenders  so  that 
the  latter  will  better  understand  Agency  programs 

Permit  lenders  to  use  their  own  forms  in  connection  with 
7(a)  loans  applications 

Increase  use  of  business  development  assistance 

Increase  size  standards  for  retail  businesses 

Offer  a  line  of  credit  program  for  small  businesses 

Provide  more  technical  assistance  in  the  area  of 
international  trade 
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Assist  in  export  financing 

Standardize  the  504  program  to  eliminate  differences 
among  the  SBA  district  offices 

Make  greater  use  of  alternative  dispute  resolution 

Attempt  each  year  to  award  some  8(a)  contracts  to  firms 
in  each  region  that  have  not  previously  received  them 

Place  a  cap  on  8(a)   contracts  received  by  program 
participants 

Ensure  that  regulations  do  not  try  to  account  for  every 
possible  action 

Provide  flexibility  with  respect  to  minor  regulatory 
violations 

Establish  a  public  and  private  sector  advisory  group. 

In  immediate  response,  SBA  implemented  a  variety  of  measures, 
including  the  following: 

1.  SBA  has  been  meeting  with  its  partners,  federal 
procurement  agencies,  and  other  federal,  state  and 
local  agencies  on  a  regular  basis  to  create, 
develop,  and  improve  programs  and  initiatives 
responsive  to  the  specific  needs  of  the  Agency's 
customers  and  intermediaries; 

2.  SBA  is  cooperating  in  a  joint  effort  by  federal 
agencies  and  small  businesses  to  increase  small 
business  participation  in  the  area  of  international 
trade,  with  special  emphasis  on  the  creation  of  new 
opportunities  for  small  business  export  financing; 

3.  SBA  is  increasing  the  use  of  electronic  technology 
to  process  applications  for  assistance,  to 
disseminate  information  relevant  to  small  business, 
and  to  communicate  with  participating  lenders; 

4.  SBA  is  working  with  government  procurement  agencies 
and  small  businesses  to  develop  a  more  streamlined 
process  to  identify  and  award  government  contracts; 

5.  SBA's  District  Office  officials  are  striving  to 
visit  more  frequently  with  our  lender  partners  to 
discuss  problems  and  develop  solutions; 
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In  the  504  area,  SBA  met  with  industry  representatives  in  1994 
and  1995  to  listen  to  their  ideas.  The  discussions  focused  on 
regulatory  changes,  form  simplification  and  process  and  procedural 
review.  Small  business  borrowers  participated  at  the  San  Francisco 
meeting  and  gave  meaningful  ideas  on  the  loan  process.  Working 
groups  of  SBA  employees  met  with  industry  representatives  for  week- 
long  sessions  in  Washington,  each  concentrating  on  a  particular 
function,  such  as  the  loan  application  process,  credit  analysis, 
loan  servicing  and  loan  closing.  As  a  result,  the  entire  program, 
including  regulations,  standard  operating  procedures,  forms  and 
agreements,  is  being  streamlined  and  simplified.  The  burden  on  the 
small  business,  SBA  personnel,  and  the  CDC  will  be  reduced 
significantly . 

SBA  has  already  instituted  the  first  step  in  the  streamlined 
procedure,  an  expedited  loan  closing  process  in  which  SBA  relies 
more  heavily  upon  the  CDCs  and  their  private  sector  attorneys  to 
review  the  loan  packages  submitted.  The  average  SBA  attorney 
review  time  will  be  reduced  from  four  hours  to  twenty  minutes  per 
loan  package,  and  the  small  business  borrower  will  have  the 
benefits  of  reduced  paperwork  and  simplified  procedures. 

Let  me  also  point  out  one  other  reform.  We  examined  all 
regularly  scheduled  reporting  reguirements,  and  considered  whether 
the  penalties  could  be  modified  or  waived  and  whether  the  report 
frequency  could  be  reduced.  This  entailed  review  of  eight  of  the 
38  Parts  of  SBA's  former  regulations,  SBA's  Standard  Operating 
Procedures,  and  the  Program  Announcement  for  the  Agency's  SBDC 
Program.  We  concluded  that  eleven  of  SBA's  regularly  scheduled 
reporting  reguirements  could  be  cut  back  without  impeding 
administration  of  SBA's  programs.  These  reforms  modify 
approximately  20%  of  the  previous  established  regular  reporting 
requirements . 

Our  work  on  regulatory  reform  has  not  been  limited  to  SBA's 
own  regulatory  efforts.  President  Clinton  is  strongly  committed  to 
small  business  regulatory  reform.  At  his  request,  we  are  playing  a 
central  role  in  these  interagency  efforts.  Input  from  our 
continuing  regulatory  reform  meetings  in  the  field,  from  continuing 
suggestions  from  delegates  to  the  White  House  Conference  on  Small 
Business  and  proposals  from  our  resource  partners  and  trade  groups 
is  central  to  our  continuing  reforms. 

For  example,  in  January,  1994,  SBA  hosted  a  hearing  with  the 
Department  of  Labor  (OSHA) ,  EPA,  IRS,  Food  &  Drug  Administration, 
Department  of  Transportation,  Department  of  Justice,  and  Office  of 
Information  and  Regulatory  Affairs  (OIRA)  to  implement  regulatory 
reform  for  small  business.  After  hearing  from  more  than  150  small 
business  owners  and  more  than  80  agency  personnel,  our  interagency 
working  groups  prepared  written  reports  containing  more  than  14  0 
specific  recommendations,  many  of  which  are  now  being  implemented 
by  the  participating  agencies. 


EPA,  OSHA,  FDA,  and  other  agencies  have  subsequently  announced 
many  new  reform  initiatives  during  the  past  twelve  months.  Many 
directly  respond  to  the  recommendations  of  SBA's  1994  Regulatory 
Forum  and  the  White  House  Conference  on  Small  Business. 

These  ideas  came  directly  from  our  work  with  small  business 
owners.  The  President  is  listening  to  small  business;  he  "gets  the 
message";  and  he  is  very  serious  about  responsible  regulatory 
reform. 


CONCLUSION 

Madam  Chairman,  the  1997  Budget  reflects  the  President's 
strong  commitment  to  the  nation's  small  firms  and  to  a 
reinvigorated  Small  Business  Administration.  By  seeking  to  expand 
the  capital  market  frontier  for  small  firms,  we  are  continuing 
SBA's  original  purpose  of  helping  to  ensure  that  viable  businesses 
and  innovative  entrepreneurial  ideas  —  which  otherwise  would  not 
be  able  to  obtain  long-term  financing  or  patient  capital  —  are 
funded. 

SBA's  five  goals  —  increasing  access  to  capital;  reinventing 
the  SBA  to  better  serve  its  customers;  reducing  the  burden  of 
regulations  and  paperwork;  enhancing  education  and  training  to 
small  business;  and  being  the  President's  "eyes  and  ears"  in  the 
small  business  community  —  continue  to  guide  both  this  Budget  and 
our  daily  work. 

We  look  forward  to  working  with  you  and  the  Congress  in  1996 
to  ensure  that  America's  small  businesses  prosper. 
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Good  morning  Madam  Chairman  and  members  of  the  Committee.    I  am  Ken 
Lueckenotte,  Executive  Director  of  Rural  Missouri,  Inc.,  an  SBA  Certified 
Development  Company  serving  the  state  of  Missouri,  and  Past  President  of 
the  National  Association  of  Development  Companies  (NADCO). 
Accompanying  me  today  is  Roland  Cook,  Financial  Consultant  to  the 
Development  Company  Funding  Corporation  (DCFC),  SBA's  fiscal  agent  in 
the  pricing  and  sale  of  504  debentures  in  the  private-capital  market. 

I  want  to  thank  the  members  of  this  Committee  for  your  long-standing,  bi- 
partisan support  for  the  SBA  503/504  programs  over  the  past  sixteen  years.   I 
also  w^ant  to  thank  you  for  this  opportunity  to  comment  on  the 
Administration's  recommendations  for  restructuring  the  504  program  as  part 
of  the  President's  FY  1997  budget  proposal.   As  you  know.  Madam  Chairman, 
we  have  had  less  than  48  hours  to  evaluate  this  proposal,  so  we  still  have 
more  questions  than  answers  concerning  its  impact  on  504  borrowers  and  the 
network  of  Certified  Development  Companies  (CDCs)  who  deliver  the 
program  to  small  businesses  in  every  state  of  the  nation. 

As  you  also  know,  rumors  have  persisted  for  months  in  SBA  and  the 
guaranteed-lending  community  that  OMB  was  reviewing  the  loss  rates  on  the 
504  loan  portfolio  and  would  come  forward  with  a  revised  subsidy  rate  for  FY 
1997  that  was  substantially  higher  than  the  FY  1996  rate  of  0.57  percent.  Our 
concerns  about  this  rumored  increase  were  twofold: 

First,  the  504  program  has  operated  without  an  appropriation  since  the  start  of 
FY  1996;  based  on  OMB's  calculations,  a  l/8th-of-one-percent  fee  built  into  the 
interest  rate  on  504  loans  pays  the  subsidy  costs  of  the  program.   Without 
significant  compensating  structural  changes  which  by  themselves  might 
seriously  damage  the  usefulness  and  intent  of  the  program,  any  increase  in 
the  subsidy  rate  calculated  by  OMB  will  directly  increase  the  cost  of  money  to 
the  small-business  borrower.   A  significant  increase  in  the  user  fee  would 
render  the  program  useless  from  the  borrowers'  point  of  view. 

Second,  the  exponential  increase  in  the  subsidy  rate,  which  SBA  confirmed 
on  Tuesday  would  be  6.85  for  FY  1997  if  no  changes  were  made  to  the 
program,  just  doesn't  make  sense  based  on  our  analysis  of  the  debenture 
portfolio.   As  I  will  discuss  in  detail  later  in  my  testimony,  the  504  portfolio  is 
performing  up  to  market  and  commercial  standards,  both  from  the  point  of 
view  of  the  institutional  investors  who  purchase  our  securities  in  the  private 
market  each  month,  and  in  comparison  to  comparable  commercial  lending 
experience.   If  the  quality  of  the  portfolio  measures  up  to  market  and 
commercial  standards,  how  could  OMB's  calculations  paint  such  a  different 
picture? 

The  only  way  to  answer  that  question  would  be  to  review  and  analyze  the 
assumptions  used  by  OMB;  however,  the  Administration  has  declined  to 
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disclose  those  assumptions.   Since  we  had  no  way  to  check  OMB's 
calculations,  we  have  been  conducting  our  own  research  based  on 
commercial-lending  experience  and  on  the  debenture-acceleration  data 
maintained  by  Harris  Trust,  the  SBA's  504  program  trustee.  ' 

I'm  sure  it  must  be  puzzling  to  Committee  members  that  CDCs  don't  know 
the  actual  loss  rates  on  the  504  debentures  they  originate,  service  and  hold  in 
their  portfolios.   A  quick  discussion  of  the  role  of  the  CDC  and  SEA  will 
explain  this  anomaly. 

CDCs  work  with  small-business  borrowers  to  define  a  financing  package  that 
meets  SBA  underwriting  standards,  identify  a  private  lender  to  fund  50 
percent  of  the  project,  submit  the  application  for  504  debenture  financing  to 
SBA,  assist  in  loan  fvmding,  and  service  the  loans  in  their  portfolio.   If  a 
borrower  defaults  and  the  debenture  is  paid  off  using  the  SBA  guarantee, 
however,  the  matter  is  taken  out  of  the  CDCs  hands.   The  decision  to 
accelerate,  or  pay  off,  the  debenture  and  the  process  of  liquidating  assets  in 
order  to  recover  guarantee  expenditures  are  the  sole  responsibility  of  SBA. 
The  CDC  is  never  informed  of  the  outcome. 

In  fact,  this  has  been  a  great  and  long-term  concern  for  our  industry.  NADCO 
has  over  the  last  10  years  spent  considerable  time  and  effort  to  develop 
several  proposals  to  allow  the  most  qualified  CDCs  to  take  a  much  more 
active  role  in  the  loan  liquidation  and  collection  process.   In  each  case,  SBA 
has  ultimately  either  rejected  these  programs  or  stripped  them  of  any 
meaningful  role  for  CDCs.   NADCO's  latest  proposal  for  a  CDC  liquidation 
pilot  was  amended  to  the  point  of  being  meaningless  just  two  weeks  ago. 

Since  the  504  program  finances  only  fixed  assets,  and  since  those  assets  (and  in 
most  cases  additional  personal  guarantees  of  the  borrowers)  secure  the  504 
loan,  we  would  assume  that  recovery  rate  for  the  program  should  be  similar 
to  that  experienced  by  private  banks  in  their  portfolios  of  commercial  real- 
estate  loans.   However,  since  the  SBA  takes  a  second-mortgage  position  to  the 
private  lender  who  finances  50  percent  of  the  total  cost  of  a  504  project,  it  is 
reasonable  to  assume  a  slightly  lower  recovery  rate  than  that  of  commercial 
lenders,  but  certainly  in  the  50-60  percent  range.   If  this  is  not  the  case,  there  is 
either  a  problem  with  the  valuing  of  collateral  at  the  initiation  of  the  loan,  or 
there  is  a  problem  with  the  liquidation  process.   On  the  whole,  we  do  not 
believe  that  original  collateral  valuation  to  the  loan  level  is  the  problem. 

504  Portfolio  Analysis 

Absent  any  information  from  SBA  concerning  either  loss  rates  for  the 
program  or  the  assumptions  used  by  OMB  in  recalculating  the  504  subsidy 
rate  from  0.57  percent  in  FY  1996  to  6.85  percent  in  FY  1997,  we  began  our  own 
analysis  of  the  504  portfolio  with  a  set  of  debenture  data  we  know  to  be 
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accurate:   the  number  of  debentures  that  have  been  accelerated,  or  paid  off 
using  the  SBA  guarantee,  due  to  loan  defaults  by  borrowers.   These  data  are 
maintained  by  the  program  trustee,  Harris  Trust  Company  of  New  York,  and 
are  audited  and  verified  monthly  by  Ernst  and  Young,  a  major  accounting 
firm. 

As  of  this  month,  the  504  debenture  portfolio  totals  more  than  $4.7  billion. 
Accelerations  represent  3.9  percent  of  the  total  portfolio  (see  Attachment  A). 
While  this  is  not  the  measure  used  by  OMB  in  its  subsidy  calculation,  it  is  an 
accepted  method  for  evaluating  the  performance  of  a  loan  portfolio.    An 
acceleration  rate  of  3.9  percent  certainly  does  not  on  the  face  of  it  indicate  a 
problem  with  the  504  portfolio  of  anywhere  near  the  magnitude  the  6.85  OMB 
subsidy  rate  would  indicate. 

Another  way  to  look  at  the  portfolio  is  through  the  eyes  of  the  private 
investors  who  purchase  504  securities  every  month.    Understanding  the 
prepayment  rates,  whether  voluntary  or  default-related,  for  pools  of 
amortized  assets  is  critical  in  determining  the  investment  value  of  such 
pools.    The  investment  community  has  developed  a  standard  means  of 
expressing  the  level  of  prepayments,  called  the  Constant  Prepayment  Rate 
(CPR).  CPR,  expressed  as  a  percentage,  is  the  annual  rate  of  unscheduled 
prepayments  on  a  given  pool  of  loans  calculated  after  the  regularly  scheduled 
amortization  payments  on  the  assets  within  the  pool  have  been  made. 

At  the  current  time,  504  CPR  calculations  of  approximately  1.5  percent  for 
default-related  accelerations  and  2.5  percent  for  voluntary  prepayments  ~  a 
total  CPR  of  4.0  for  the  program  ~  are  well  within  industry  standards  for  the 
pooling  of  commercial  loans.   The  acceptability  of  this  measure  is  confirmed 
every  month,  as  sophisticated  institutional  investors  obtain  and  review  504 
pool  data  ~  and  continue  to  buy  and  hold  our  securities.   Attachment  B  shows 
the  discussion  of  default  rates  in  the  504  program  included  in  a  product 
description  brochure  used  by  Merrill  Lynch  to  market  the  504  security  to 
investors,  and  includes  a  chart  showing  CPR  rates  of  investor  pools  in  each 
semi-annual  period  throughout  the  life  of  the  program.    This  measure  ought 
to  correspond  with  OMB's  practice  of  looking  at  annual  "cohorts"  of  loans  for 
purposes  of  evaluating  default  experience,  if  their  study  encompassed  the 
total  program  experience  and  accounted  for  economic  cycles. 

We  also  sought  to  compare  the  quality  of  the  504  loan  portfolio  with  that  of 
the  commercial  banking  industry.   We  wanted  to  determine  how  504 
accelerations  compared  with  banking-industry  losses  on  similar-type  loans, 
and  whether  504  accelerations  tracked  with  national  economic  cycles  affecting 
all  commercial  lenders. 

The  results  of  this  ten-year  comparison  are  very  conclusive  (see  Attachment 
C).   As  the  graph  shows,  504  accelerations  peaked  at  1.8  percent  of  the  loan 
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portfolio  in  1992,  and  have  been  declining  since  then.   This  is  the  case,  even 
though  the  loan  portfolio  has  grown  steadily  since  that  time.   Total  bank 
commercial  loan  losses  peaked  in  1991  at  1.6  percent,  and  also  have  declined 
since  that  time.   I  w^ant  to  stress  that  this  is  a  comparison  of  504  acceleration 
rates  ~  which  do  not  take  into  account  any  monies  recovered  from 
liquidation  of  the  underlying  assets,  with  commercial  loss  rates,  which  do 
take  the  value  of  recovered  assets  into  account.   An  assumed  recovery  rate  on 
the  504  portfolio  of  50-60  percent  would  reveal  a  loss  rate  for  the  program  that 
is  slightly  higher,  but  generally  consistent  with,  commercial  real-estate 
lending  experience.    The  slightly  higher  loss  rate  is  in  keeping  with  the 
public-policy  nature  of  504  lending  and  should  be  expected. 

These  analyses  demonstrate  that  the  504  portfolio  stands  up  to  investor 
scrutiny  and  reasonably  tracks  conunercial  lending  experience.   Therefore,  if 
OMB's  analysis  of  the  portfolio  is  showing  a  high  subsidy  rate  attributable  to 
losses,  we  must  conclude  that  these  losses  are  not  the  result  of  an 
extraordinary  default  rate;  rather,  one  of  the  other  variables  must  be  to  blame. 
Either  original  collateralization  or  the  acceleration  and  liquidation  process  is 
inadequate. 

Treasury  vs.  the  Private  Capital  Market  as  a  Source  of  504  Funds 

A  brief  history  of  the  504  program  is  necessary  to  put  my  discussion  of  the 
Administration's  proposal  that  SBA  once  again  finance  504  loans  directly,  by 
borrowing  from  the  U.S.  Treasury,  into  context. 

The  development-company  loan-guarantee  program  began  in  1980  and 
became  knowm  as  the  "SBA  503  program,"  after  the  section  of  the  Small 
Business  Investment  Act  which  authorized  its  existence.    At  the  time,  it  was 
considered  revolutionary.   Very  much  aware  of  the  high  default  rates,  low 
recovery  rates  and  other  problems  that  plagued  SBA  lending  programs 
through  the  1970's,  Congress  set  out  to  create  within  SBA  a  program  that 
would  use  the  incentives  and  the  efficiencies  of  the  commercial-lending 
community  and  would  leverage  greater  private-sector  participation  in  small- 
business  lending. 

Unlike  its  predecessors,  the  503  program  made  the  loans  subject  to  private- 
industry  underwriting  standards  by  specifying  that  50  percent  of  the  financing 
for  each  project  be  financed  by  a  wholly  private,  non-guaranteed  commercial 
loan.     As  in  the  current  504  program,  the  borrower  must  provide  capital   (a 
minimum  of  10  percent)  as  a  down  payment,  and  a  debenture  issued  by  a  CDC 
provides  the  remaining  40  percent.   Thus,  a  private  lender  has  a  greater 
interest  than  the  federal  government  in  each  and  every  project  financed  by  a 
development-company  loan.     In  the  503  program,  debentures  were 
guaranteed  by  the  SBA  and  funded  through  the  Federal  Financing  Bank 
(FFB),  an  agency  of  the  U.S.  Treasury. 
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In  late  1986,  the  development-company  program  was  again  revolutionized  -- 
this  time  in  a  way  that  would  allow  small  businesses  to  tap  into  the  resources 
of  the  private-capital  market  and  to  a  limited  extent  face  the  test  of  that 
market.   For  years,  large  businesses  had  been  turning  to  the  private-capital 
market  to  meet  their  financing  needs.    Dealing  in  high  volume  and 
standardized  product,  the  capital  market  offered  attractive  interest  rates  for 
long-term  financing  ~  but  only  in  increments  of  tens  of  million  dollars  at  a 
time.   It  was,  quite  simply,  way  out  of  the  league  of  the  average  small  business 
looking  for  a  $300,000  loan  to  expand  into  a  new  manufacturing  facility. 
Although  the  new  security  was  guaranteed,  the  borrowers'  rate  of  interest 
became  partially  dependent  on  the  security's  performance  and  the  market's 
acceptance. 

Rather  than  funding  loans  to  small  businesses  through  Treasury's  FFB 
window,  CDC  debentures  carrying  the  SBA's  guarantee  began,  in  November 
1986,  to  be  pooled  and  sold  to  private  investors.  Thus,  the  "504  program"  was 
bom,  and  named  after  the  newly  enacted  section  of  the  Small  Business 
Investment  Act  authorizing  the  sale  of  CDC  debentures  in  the  private-capital 
market. 

The  private-sale  program  has  been  a  big  success.   In  FY  1996,  SBA  will 
guarantee  more  than  $2  billion  in  CDC  debentures  to  provide  long-term, 
fixed-asset  financing  to  qualified  small-businesses.   That  SBA-guaranteed 
financing  is  conditioned  on  private  lenders  providing  more  than  $2.5  billion 
in  additional,  first-mortgage  financing  to  the  small-business  projects 
receiving  504  loans. 

I'm  sure  you  can  imagine  our  surprise  to  learn  that,  tn  its  FY  1997  budget,  the 
Administration  is  proposing  to  return  the  504  program  to  a  direct-loan  basis, 
with  SBA  funding  CDC  debentures  by  borrowing  from  the  U.S.  Treasury. 
While,  again,  we  have  had  less  than  48  hours  to  study  and  understand  this 
proposal,  it  raises  several  immediate  concerns  that  have  to  do  with  the 
fundamental  viability  and  accountability  of  the  program: 

•     First,  the  terms  of  the  transaction  as  described  by  SBA  are  remarkable,  to 
say  the  least.  The  agency  will  be  able  to  borrow  directly  from  the  U.S. 
Treasury  at  the  Treasury  cost  of  borrowing.  504  borrowers  will  continue 
to  pay  a  rate  of  interest  that  is  comparable  to  what  they  currently  pay  in  the 
private  market,  which  is  70  basis  points  above  the  Treasury  market  rate. 
SBA  has  therefore  created  a  70  basis-point  fee  which,  when  combined  with 
one-time  fees  now  going  to  pay  for  the  cost  of  the  private  sale,  will  offset 
the  6.85  percent  subsidy  rate.   Further,  we  understand  that  these  SBA- 
funded  debentures  will  allow  borrowers  to  prepay  at  any  time  without 
penalty.  How  can  this  be? 
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We  know  that  the  current  fixed  prepayment  provision  contained  in  504 
debentures  is  valued  at  approximately  50  basis  points  in  the  market  place, 
and  that  the  proposed  prepayment  term  with  no  penalty  at  all  should  be 
even  more  costly.   We  also  know  that,  if  504  debentures  that  were  sold  last 
month  in  the  private  market  at  a  rate  of  6.70  percent  had  instead  been  sold 
to  Treasury  through  FFB,  its  normal  window  for  federal  agencies,  the 
interest  rate  would  have  recognized  the  value  of  prepayment  and  would 
have  been  within  a  few  basis  points  of  the  private-market  rate.   Where, 
then,  is  the  70  basis-point  spread  that  under  SBA's  proposal  pays  the  bulk 
of  the  subsidy  rate  increase  coming  from?   We  can  only  conclude  that 
there  is  a  huge  loophole  in  the  Credit  Budget  Act  which  is  allowing 
agencies  to  fund  a  large,  unappropriated  subsidy  by  transfering  guaranteed- 
lending  programs  to  a  direct-lending  status.  Let  me  be  clear.  If  the 
Treasury  is  using  its  own  cost-of-borrowing  rate  to  lend  to  borrowers  who 
can  prepay  at  will,  it  is  substantially  subsidizing  that  borrower's  rate  of 
interest. 

Second,  a  decision  to  return  the  504  program  to  a  direct-loan  program 
would  destroy  10  years  of  progress  in  closing  the  gap  between  the  interest 
rate  on  504  debentures  and  the  interest  rate  on  corresponding  Treasury 
securities,  thus  precluding,  or  substantially  slowing,  any  future  effort  to 
further  "privatize"  the  504  program. 

Some  in  Congress,  including  Members  of  the  Committee,  have  expressed 
an  interest  in  seeing  this  and  other  SBA  programs  eventually  able  to 
function  and  serve  their  small-business  mission  without  the  benefit  of  a 
federal  guarantee.   We  believe  that  considerable  progress  has  been  made  in 
that  direction  since  this  program  left  the  FFB  in  1986.    We  have  developed 
a  presence  in  the  private  market  for  504  debentures  among  substantial 
investors.   As  shown  in  Attachment  D,  we  have  also  made  considerable 
progress  in  reducing  the  interest-rate  cost  of  this  program  in  the  past 
decade.   Once  the  program  re-enters  the  Treasury,  all  of  the  recognition, 
good  will  and  market  acceptabilit}'  developed  over  the  past  10  years  will 
evaporate.  If  Congress  were  so  patient  as  to  repeat  the  1986  process  of 
returning  504  to  market  at  some  point  in  the  future,  it  would  have  to 
anticipate  another  multi-year  process  of  reestablishing  our  market 
presence  and  bringing  interest  rates  into  line  with  those  issued  by 
Treasury. 

Third,  a  debenture-portfolio  funded  directly  by  SBA  would  lack  the  market 
scrutiny  the  current  504  program  receives,  which  would  have  a  direct 
impact  on  the  quality  of  the  portfolio.   Even  though  the  existing  504 
debenture  is  federally  guaranteed,  investors  have  a  keen  interest  in 
keeping  accelerations  to  a  minimum.   The  need  for  accountability  to 
investors  in  order  to  maintain  a  market  for  future  504  debentures  and 
meet  the  standards  of  publicly  offered  issues  creates  a  powerful  incentive 
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to  monitor  the  underwriting  standards  and  manage  the  portfoUo  well.    No 
such  incentive  exists  if  debentures  are  purchased  and  held  by  SBA,  where 
there  is  no  market  test  of  the  security's  performance. 

Fourth,  changing  the  source  of  funds  does  nothing  to  address  the 
underlying  problems  that  have  generated  an  unacceptably  high  loss  rate 
on  504  debentures.   Based  on  our  assessment  of  the  504  loan  portfolio,  and 
on  comparisons  of  that  portfolio  with  commercial  and  industrial  loans, 
we  conclude  that  504  accelerations  are  very  much  in  keeping  with  market 
expectations  and  with  commercial  lending  of  a  similar  nature.    Therefore, 
we  must  conclude  that  the  exceedingly  high  loss  rate  is  due  either  to 
inadequate  collateral  or  to  poor  or  inattentive  handling  of  liquidation 
once  a  loan  goes  into  default. 

Finally,  returning  504  to  a  direct-lending  program  may,  through  an 
apparent  loophole  in  the  Credit  Budget  Act,  create  a  "savings"  on  paper 
that  solves  the  subsidy-rate  problem  in  the  short  term.   However,  we  have 
to  assume  that  the  loophole  will  not  exist  forever.    When  federal 
accounting  systems  are  corrected  to  accurately  reflect  the  subsidy  costs  of 
SBA's  direct  lending,  the  cost  of  maintaining  a  direct  504  lending  program 
will  be  prohibitive.   Remember,  it  was  a  "scoring"  change  in  1986  that  sent 
the  program  into  the  private-capital  market.   President  Reagan,  in  his  FY 
1986  budget  submission  to  Congress,  determined  that  Treasury  funding  of 
504  debentures  constituted  direct  lending  that  must  "score"  dollar  for 
dollar.   In  other  words,  it  would  have  taken  $2.4  billion  in  direct 
appropriation  in  order  to  generate  the  $2.4  billion  in  504  debentures 
authorized  for  this  fiscal  year.   Thus,  at  Congress'  direction,  the  program 
turned  to  the  private  market  as  source  of  504  funds,  allowing  Congress  to 
appropriate  only  a  loss-reserve  to  offset  the  cost  of  the  federal  guarantee. 

That  scoring  system  was  replaced  in  1990  with  the  current  procedures  of 
the  Credit  Budget  Act,  thus  making  a  return  to  direct  lending  attractive  for 
"scoring"  purposes.   It  is  most  definitely  not  in  the  best  interest  of  the 
borrower  or  of  good  public  policy,  however,  to  bounce  this  program  back 
and  forth  betw^een  the  Treasury  and  the  private  market  simply  for  the 
purpose  of  achieving  a  periodic  paper  "savings"  through  scoring  sleight  of 
hand.   Accounting  systems  aside,  to  return  504  to  Treasury  funding  is  to 
substitute  one  subsidy  for  another,  with  considerable  loss  in  the  transition. 

In  short,  we  understand  that  implementing  the  programmatic  changes 
needed  to  improve  the  management  and  liquidation  of  collateral  and  cut 
losses  may  cause  some  pain  over  the  short  term.   It  may  also  require  that  a 
portion  of  the  subsidy  costs  of  the  program  be  funded  through 
appropriations  for  a  year  or  two,  until  management  practices  are  put  in 
place  to  bring  loss  rates  in  line  with  industry  standards.   We  believe, 
however,  that  .this  is  the  fiscally  responsible  approach,  and  one  that  is 
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preferable  to  taking  part  in  a  budget  scheme  that  risks  the  integrity  ~  and 
possibly  the  future  —  of  the  program. 

Restructuring  SBA  504 

We  ask  the  members  of  this  Committee  to  be  guided  by  two  principles  in 
determining  what  changes  need  to  be  made  to  the  504  program  in  FY  1997: 

•  first,  verify  OMB's  numbers  and  the  underlying  assumptions  used  to 
measure  subsidy  costs;  and 

•  second,  be  sure  that  any  changes  made  to  the  504  program  truly  address  the 
problem,  which  we  believe  rests  primarily  within  the  liquidation  and 
recovery  processes. 

OMB-Calculated  Subsidy  Rates 

As  discussed  above,  while  we  do  not  have  access  to  OMB's  subsidy  model  nor 
to  the  assumptions  it  makes  in  calculating  subsidy  costs,  our  own 
calculations,  based  on  sound  numbers  and  market-proven  assumptions,  paint 
a  very  different  story  than  the  one  presented  by  OMB.  For  example,  OMB 
determined  or  FY  1996  that  it  would  take  a  l/8th-of-one-precent  fee  built  into 
the  borrower's  interest  rate  to  offset  a  subsidy  rate  of  0.57.  If  we  were  to  accept 
this  premise,  it  would  appear  that  meeting  a  6.85  percent  subsidy  rate  would 
require  increasing  a  borrower's  interest  rate  by  1.5  percent.  Let  me  be  clear: 
the  program  simply  cannot  sustain  such  fees  and  still  provide  affordable 
financing  to  small-business   borrowers. 

Our  calculations,  on  the  other  hand,  indicate  that  a  l/Sth-of-one-percent  fee 
should  be  sufficient  to  cover  a  subsidy  rate  of  1.13  percent.   This  calculation  is 
critical  to  this  Committee's  discussion  of  504  program  changes,  whether 
increased  subsidy  costs  are  funded  through  borrower  fees  or  through  federal 
appropriations.  The  disparity  between  our  calculations,  which  are  based  on 
market-tested  assumptions  of  prepayments  and  defaults,  and  OMB's 
numbers,  which  are  based  on  assumptions  that  have  never  been  disclosed  to 
the  504  industry  or  to  Congress,  is  significant.  In  fact,  the  future  of  the  504 
program  may  rest  on  whose  numbers  are  to  be  believed. 

One  factor  that  we  believe  makes  our  model  more  reliable  than  OMB's  is  that 
it  takes  into  account  the  reality  that  market  and  economic  conditions  have  a 
significant  impact  on  default  rates  among  pools  of  loans.   For  example,  504 
default  rates  define  a  curve  that  climbs  from  the  program's  inception  in  1987 
to  a  peak  in  1992  ~  the  end  of  the  national  recession,  but  also  the  heart  of  the 
California  recession  —  and  steadily  declines  thereafter.   Our  model  accounts 
for  the  impact  of  these  economic  fluctuations  on  default  rates.   OMB, 
however,  has. traditionally  ignored  such  factors,  opting  instead  for  static 
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models  that  can  signficantly  skew  results  if  they  are  based  on  a  snap-shot  in 
time  when  the  economy  is  at  particularly  high  or  low  point  of  its  cycle. 

We  look  forward  to  sharing  the  methodolgy  and  assumptions  of  our  subsidy 
model  with  the  members  and  staff  of  this  Committee,  and  to  exploring  with 
you  the  impact  of  various  factors  on  the  504  subsidy  rate.   At  the  same  time,  it 
is  absolutely  essential  that  the  Administration  disclose  the  data  that  will 
allow  independent  verification  of  OMB's  subsidy  calculations. 

One  thing  that  jumps  out  in  our  analysis:   no  matter  whose  model  you  use, 
recovery  rates  drive  the  subsidy  costs  of  the  program.  For  example,  according 
to  our  model,  if  we  use  the  market-accepted  CPR  of  1.5  percent  for  defaults 
and  2.5  percent  for  voluntary  prepayments,  and  if  we  accept  OMB's  subsidy 
rate  of  6.85  percent,  we  find  that  SBA's  recovery  rate  on  504  loans  would  be 
approximately  40  percent.   Our  calculations,  although  based  on  a  different 
model  than  OMB's,  further  suggest  that  it  would  take  an  interest-rate  add-on 
of  7/8th  of  one  percent  to  pay  this  subsidy  cost.  According  to  our  model,  if  the 
recovery  rate  could  be  improved  to  50  percent,  the  interest-rate  add-on  would 
need  to  be  3/4ths  of  one  percent.  At  a  70  percent  recovery  rate,  the  interest- 
rate  add-on  would  drop  to  below  1/2  of  one  percent.   Clearly,  there  is  real 
value  in  assuring  that  liquidation  procedures  assure  maximum  recovery  on 
defaulted  504  loans.  .:/- 

504  Program  Modifications 

•  The  appropriate  role  of  the  SBA  with  regard  to  the  SBA  504  program  is  to 
protect  the  taxpayer  investment  that  the  federal  guarantee  represents. 

•  The  current  program  structure  gives  SBA  the  responsibility  to  act  as  loan 
officer,  legal  counsel  and  collection  agent,  without  the  resources  needed  to 
perform  these  functions  competently.   In  times  of  dwindling  budgets  and 
massive  staff  reductions  at  SBA,  taxpayer  dollars  are  better  devoted  to  a 
small,  but  effective,  oversight  capacity.   Under  current  procedures,  a  huge 
amount  of  SBA  field  staff  time  is  devoted  to  re-analyisis  and  re-review  of 
loan  underwriting  and  closing  documents  that  results  in  almost  no 
substantive  changes.   At  the  same  time,   most  of  the  CDCs  in  the  country, 
from  top  producers  to  the  newest  operations,  haven't  had  SBA  field  audits 
in  three  years,  or  Central  Office /Inspector  General  audits  in  10  years  or 
more.   SBA's  resources  need  to  be  redirected  to  oversight,  where  they  will 
have  the  most  impact  on  CDC  performance  and  program  losses. 

•  With  simple  and  straight-forward  loan  underwriting  and  eligibility 
standards,  SBA's  oversight  role  would  be  to  ensure  that  participating  CDCs 
are  originating  loans  that  adhere  to  these  standards  and  effectively 
servicing  their  portfolios.   CDCs,  once  vested  with  greater  loan-approval 
authority,  would  be  subject  to  strict  underwriting  and  performance 
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standards.  Those  that  did  not  hve  up  to  those  standards  would  be 
disqualified  from  the  program. 

Liquidation  functions  should  be  contracted  out  to  an  experienced 
liquidation  specialist.  The  speed  and  commitment  that  such  a  specialist 
would  bring  to  the  recovery  process  would  immediately  improve 
collections  and  cut  losses,  thereby  reducing  the  subsidy  level  of  the 
program.    We  understand  the  Agency  is  planning  to  move  in  this 
direction,  and  applaud  this  action.   Given  the  impact  of  inattentive 
liquidation  practices  on  subsidy  costs,  this  action  should  be  the  first 
priority  of  Congress  and  the  Administration. 

SBA's  recently  rewritten  regulations  for  the  guaranteed  lending  programs 
may  have  reduced  the  number  of  pages  in  the  CFR,  but  they  also  have 
increased  the  regulatory  burden  on  small-business  borrowers  and  CDCs 
who  deliver  the  504  program.  Just  as  important,  they  have  the  effect  of 
dimirushing  the  economic-development  focus  of  this  program,  which  has 
always  been  to  provide  jobs  and  stimulate  local  economies.   Certain 
significant  changes  were  finalized  without  the  benefit  of  notice  and 
comment.    In  keeping  with  SBA's  new  oversight,  rather  than  hands-on 
role,  the  regulatory  structure  for  the  lending  programs  must  be  completely 
rewritten. 

In  the  mean  time,  several  provisions  in  the  new  regulations  are  contrary 
to  sound  lending  practices  and  to  the  direction  of  the  agency  outlined 
above.   We  believe  that  the  following  new  regulatory  requirements 
should  be  repealed  or  significantly  modified  immediately: 

CDC  Attorney  Fees.  SBA's  revised  regulations  deleted  the  $2,500  cap 
on  CDC  attorney  fees,  despite  unanimous  opposition  from  the  industry 
during  the  comment  period.    Further,  although  there  is  no  limit  on 
these  fees,  they  no  longer  qualify  to  be  paid  from  504  loan  proceeds. 
The  latter  change  was  made  in  the  final  rule,  without  opportunity  for 
comment  On  a  $100,000  loan,  a  $2,000  additional  out-of-pocket  expense 
is  an  unnecessary  burden  on  the  borrower's  cash  flow. 

Additional  Needs  Testing.  The  new  regulations  add  two  additional 
needs  tests  to  the  504  program  which  diminish  both  the  quality  of  504 
loans  and  the  job-creation,  economic-development  mission  of  the 
program.    A  new  504  requirement  concerning  personal  resources 
excludes  projects,  regardless  of  economic  impact,  if  an  owner  of  as  little 
as  one-fifth  of  a  successful  business  were  judged  "too  wealthy"  or  "too 
liquid"  by  local  agency  personel.   A  second,  and  even  more  nebulous, 
new  test  excludes  projects,  regardless  of  the  jobs  they  would  create  or 
their  economic  impact,  if,  in  the  opinion  of  local  agency  personnel  the 
company  "might  find  financing  on  reasonable  terms  elsewhere." 
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New  Passive  Concern  Rule.   SBA  has  always  had  a  strict  "alter-ego" 
rule,  under  which  the  owners  of  a  company  could  personally  own  the 
real-estate  financed  by  a  504  loan,  as  long  as  the  percentage  of 
ownership  of  the  property  exactly  matched  the  percentage  ownership  of 
the  business.    Under  the  auspices  of  increasing  program  flexibility,  SBA 
has  totally  abandoned  its  requirement  for  common  ownership  of  the 
real-estate  being  financed  and  the  business  occupying  that  property. 
Accomplishing  economic  development  by  financing  owner-occupied 
"homes  for  businesses"  has  always  been  a  cornerstone  of  not  only  the 
504  program,  but  SBA  business  real-estate  lending  in  general. 
Although  this  rule  needed  more  flexibility,  the  agency's  action,  which 
allows  504  and  7(a)  lenders  to  move  into  the  purely  speculative  real 
estate  financing  markets,  seems  irresponsible,  at  best. 

Conclusion 

Without  a  doubt,  the  SBA  504  program  plays  a  critical  role  in  providing  access 
to  long-term  credit  for  our  nation's  small  businesses.   Without  such  access  to 
affordable  long-term  financing,  small  businesses  have  neither  the  means  nor 
the  incentive  to  grow.    When  the  small-business  sector  stagnates,  the  nation 
as  a  whole  pays  the  price.  Job  opportimities,  local  and  federal  tax  revenues, 
and  the  other,  less  tangible  contributions  small  business  make  to  their 
communities  are  lost  in  the  process. 

Madam  Chairman,  this  concludes  my  prepared  remarks.   We  appreciate  the 
opportunity  to  appear  before  this  Committee,  and  look  forward  to  working 
with  Congress  and  the  Administration  to  assure  that  the  SBA  504  program 
can  continue  to  provide  jobs  and  economic  development  in  local 
communities  across  the  country.    I  would  be  pleased  to  answer  any  question 
you  and  other  members  may  have. 
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504  Debentures 


System  Status  as  of  3/18/96 


amount 
($000) 


Original  principal  amount  $4,773,946 

Nomial  retirement  to  date  $372,404 

91 1  prepayments  to  date  $198,904 

694  accelerations  to  date  $188,356 

Outstanding  balance  $4,014,282 


%of 
amount  issued 

100.00% 

7.80% 

4.17% 

3.95% 

84.09% 


System  contains: 


15,930   debentures 
14,325   active  debentures 
430    CDCs 
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Defaults  Rates/Accelerations 

During  the  prepayment  penalty  period,  a  Certificateholder  receives  the  penalty  in  addition  to 
100%  of  the  principal  balance  of  such  prepaid  loan.  After  the  expiration  of  the  prepayment 
penalty  period,  default  accelerations  are  almost  indiscernible  from  voluntary  prepayments  from 
the  bondholders'  point  of  view.  In  both  the  case  of  a  default  acceleration  or  the  case  of  a 
voluntary  prepayment  after  the  expiration  of  the  penalty,  the  investor  receives  100%  of  the 
principal  balance  of  the  defaulted  loan. 

Prepayment  rates  due  to  defaults  and  subsequent  acceleration  can  be  affected  by  business  cycles 
encompassing  interest  rates,  local  economies,  and  industry  growth  characteristics.  In  a  rising  or 
high  rate  environment,  to  the  extent  businesses  were  thriving,  default  rates  will  generally 
decrease  (see  Figure  6).  For  businesses  that  are  struggling  in  a  rising  rate  environment,  higher 
floating  rate  borrowing  costs  of  the  borrowers'  additional  debt  would  tend  to  increase  the 
incidence  of  defaults.  The  opposite  would  tend  to  be  true  in  a  falling  or  low  rate  environment. 
To  the  extent  businesses  were  struggling,  default  rates  would  increase.  For  businesses  that  are 
marginally  profitable,  lower  floating  rate  borrowing  costs  of  other  debt  could  tend  to  decrease 
default  rates. 

Figure  6. 


Default  Rates  vs.  Prime  Rates 


]  10-Year  Bonds 
1 20- Year  Bonds 

-Prime  Rat 
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Default  rates  for  the  20-year  bonds  have  been  relatively  steady  and  lower  than  the  10-year 
default  rates.  All  factors  being  equal,  the  longer  amortization  schedules  on  the  20-year  loans 
require  lower  cash  flow  to  service  these  loans,  reducing  the  likelihood  of  default. 
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Madam  Qiairman  and  members  of  the  Committee: 

I  appreciate  the  opportunity  to  be  here  today  on  behalf  of  the  National  Association  of  Small 
Business  Investment  Companies  (NASBIC),  the  trade  association  representing  the  SBIC 
industry.  In  my  professional  capacity,  I  am  a  General  Partner  of  Meridian  Venture  Partners 
located  in  Radnor,  Pennsylvania.  Meridian  is  an  SBIC  Ucensed  in  early  1987.  Currently,  we 
have  $45  million  under  management  We  provide  expansion  capital  to  a  diverse  spectrum  of 
businesses  in  the  mid-Atlantic  region.  One  of  our  investments  was  in  Mothers  Work,  Inc.  of 
Philadelphia.  Mothers  Work  was  NASBIC's  1995  Portfolio  Company  of  the  Year.  It  is  now 
a  public  company  employing  over  2,000  people  in  a  network  of  455  retail  stores  in  43  states. 

The  focus  of  my  remarks  will  be  on  the  following: 

•  The  1992  SBIC  legislation  and  its  1994  implementing  regulations  greatly  improved  the 
safety  and  soundness  of  the  SBIC  program  and  fostered  its  dramatic  renaissance.  More 
private  capital  ($834  million)  has  been  invested  in  the  program  in  the  last  two  years  than 
had  been  invested  in  the  previous  15  years,  all  to  the  benefit  of  small  U.S.  businesses. 

•  The  President's  proposed  program  levels  show  the  Administration's  commitment  to  the 
SBIC  program  but  should  be  seen  as  the  minimum  required  to  meet  program  growth. 
There  is  the  potential  for  making  over  $2.6  billion  dollars  available  to  small  U.S.  business 
if  all  pending  license  applicants  were  approved  and  fully  leveraged. 

•  The  SBIC  industry  is  willing  to  pay  reasonable  fees  to  help  ensure  program  growth.  The 
President's  fee  increase  proposal  is  at  the  outer  limits  of  what  might  meet  this  test. 

•  We  are  pleased  with  the  responsiveness  SBA  has  shown  in  managing  the  SBIC  program. 
As  with  most  program  administration,  there  is  some  room  for  improvement. 

•  There  are  some  improvements  that  Congress  might  consider,  including  providing  SBA 
with  the  authority  to  disburse  committed  funds  over  5  years  and  indexing  the  current  cap 
on  leverage  available  to  any  one  SBIC. 

I  will  now  expand  on  the  above  points. 

•  Increased  safety  and  soundness,  and  a  renaissance  is  the  result. 

As  I  know  this  Committee  appreciates,  the  SBIC  program  is  a  model  partnership  between  the 
private  sector  and  Government  to  meet  a  crucial  and  well-defined  goal:  ensuring  that  small, 
developing  U.S.  companies  have  access  to  the  capital  they  need  to  create  the  jobs  and 
economic  development  that  are  the  foundation  of  our  country.  It  requires  the  private  sector  to 
lead  by  providing  both  the  initial  capital  and  the  management  expertise  required  to  mn  the 
program.  It  is  a  decentralized  program  that  is  run  in  the  states  by  skilled  private  sector 
investment  managers.  It  is  a  program  that  puts  100  percent  of  private  capital  at  risk  before 
there  is  any  possible  loss  for  U.S.  taxpayers.  It  is  a  program  that  imposes  significant  fees  for 
participation.  It  is  a  program  that  is  regulated  by  the  Government  to  ensure  that  it  continues  to 
fulfill  its  purposes  at  the  least  possible  cost  to  our  taxpayers.  And  finally,  it  is  a  program  that 
works.  As  has  been  well-documented,  some  of  our  most  successful  U.S.  companies  relied 
on  SBIC  investments  in  their  early  growth  stages. 

The  1992  legislation  and  the  implementing  regulations  greatiy  improved  the  safety  and 
soundness  of  the  SBIC  program  by  imposing  stringent  new  requirements  in  the  following 
areas:  increased  minimum  private  capital  requirements;  higher  SBIC  management 
qualifications;  required  diversity  between  the  management  and  ownership  of  SBICs;  strict 
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SBIC  valuation  guidelines;  and  new  credit  evaluations  each  time  an  SBIC  seeks  to  draw 
leverage  capital  through  the  SB  A.  Without  doubt,  these  changes  have  already  reduced  the 
risk  of  loss  to  American  taxpayers  and  will  continue  to  drive  that  risk  down  in  the  years  to 
come. 

It  may  be  counter-intuitive  to  believe  that  applying  significandy  stricter  regulations  to  an 
existing  industry  would  lead  to  a  renaissance  of  the  industry,  but  that  is  what  has  occurred. 
In  the  less  than  two  years  since  the  regulations  became  effective,  57  new  SBICs  have  been 
licensed  by  SBA  and  have  brought  approximately  $834  million  in  new  private  risk  capital  into 
the  program  to  benefit  small  U.S.  companies.  That  is  more  than  had  been  invested  in  the 
SBIC  program  by  the  private  sector  in  the  previous  15  years.  As  private  venture  funds 
become  larger  and  larger  (and  hence  less  wilUng  to  invest  the  smaller  amounts  required  by  the 
small  concerns  SBICs  serve),  and  as  significant  percentages  of  private  venture  capital  are 
invested  overseas  in  non-U. S.  companies,  this  rebirth  of  the  SBIC  program  comes  at  just  the 
right  time  for  America's  small  businesses  and  the  jobs  they  mean  for  American  workers. 

Some  believe  that  renewed  private  sector  interest  in  the  SBIC  program  is  solely  the  result  of 
the  creation  of  the  Participating  Security  as  an  investment  option.  This  is  not  the  case. 
Certainly,  Participating  Securities  are  an  exciting  new  option,  particularly  because  of  the 
taxpayers'  ability  to  share  in  the  profits  of  any  SBIC  investment.  In  fact,  as  you  know,  the 
Government  has  already  received,  in  addition  to  its  principal  and  interest,  its  first  profit 
payment  from  such  an  investment. 

But  Participating  Securities  (and  the  equity  investments  in  small  companies  they  support)  are 
not  the  only  way  to  assist  small  companies  during  their  early  growth  stages.  Debt  financing 
is  often  the  preferred  form  depending  on  the  circumstances  involved.  As  was  reported  on 
page  5  in  the  June  1995  Report  of  the  SBIC  Reinvention  Council,  there  is  a  "large  universe  of 
many  solid  businesses  that  do  not  offer  the  'home  run'  potential  for  equity  appreciation,  but 
which  require  debt  in  an  amount  beyond  that  available  from  conventional  lenders.  Large 
venture  firms  do  not  serve  this  market,  but  SBICs  do."  These  solid  small  businesses  deserve 
our  support. 

Many  highly  qualified  investment  managers  and  the  knowledgeable  investors  who  retain  them 
are  interested  in  participating  in  the  SBIC  Debenture  program  to  provide  that  support.  Of  the 
57  SBICs  licensed  since  1994,  rwenty-seven  (46  percent)  are  Debenture  SBICs  with 
approximately  $356  million  in  private  capitalization.  This  is  so  even  with  the  stricter  program 
requirements.  The  problems  that  were  sometimes  associated  with  the  old  SBIC  had  more  to 
do  with  isolated  mismanagement  and  regulatory  abuses  than  with  debenture  financing.  We 
believe  there  is  httle  chance  of  these  abuses  being  repeated  under  the  new  rules.  Risk  of  loss 
to  taxpayers  has  dropped  dramatically,  even  if  it  is  yet  to  be  reflected  in  changes  in  loss 
assumptions  that  form  the  technical  base  for  subsidy  rates.  The  Debenture  program  is 
extremely  valuable  and  should  be  allowed  to  prove  its  worth  under  the  new  rules. 

•    Growth  is  necessary  for  the  SBIC  program  to  reach  full  potential. 

The  President's  FY'97  budget  provides  for  program  levels  of  $225  million  for  DebenUires 
and  $400  million  for  Participating  Securities.  We  applaud  the  President's  request.  It  is  in 
line  with  what  NASBIC  has  said  is  the  minimum  growth  required,  particularly  with  respect  to 
Debentures,  for  the  Government  to  be  seen  as  a  reUable  investment  partner  in  the  SBIC 
program.  Leverage  SBICs  are  formed  in  reliance  on  the  availability  of  maximum  leverage. 
The  business  plans  they  use  to  attract  their  private  capital  bases  project  the  use  of  that 
leverage.  Having  improved  and  strengthened  the  program,  the  Government  must  be  prepared 
to  meet  the  reasonable  growth  potential  that  is  reflected  in  private  investor  interest  in  the 
program.  Currently,  the  problem  is  particularly  acute  with  respect  to  the  Debenture  program. 
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It  is  likely  that  the  $225  million  will  not  meet  the  current  demand  (estimated  at  over  $300 
million)  of  existing  Debenture  SBICs.  Nonetheless,  it  is  a  big  step  in  the  right  direction. 

The  private  sector  is  committed  to  the  improved  SBIC  program.  The  newly  licensed  SBICs 
represent  only  a  part  of  the  story.  At  present,  76  SBIC  license  applications  are  pending  at  the 
SBA.  Thirty-four  are  for  the  Participating  Securities  program  and  42  are  for  the  Debenture 
program.  Again,  note  the  interest  in  the  Debenture  program  even  with  the  stricter  rules.  If  all 
were  licensed  and  funded  per  their  appUcations  and  fully-leveraged,  over  $2.6  billion  in  new 
capital  would  be  available  to  small  U.S.  companies:  $511  million  in  private  capital  invested 
in  the  Participating  Securities  program;  $491  million  in  private  capital  invested  in  the 
Debenture  program;  and  $1.6  billion  in  government-guaranteed  leverage  capital.  To  take  a 
smaller  subset,  of  the  76  pending  applicants,  43  are  already  fully  funded  by  their  private 
investors  at  $424  million  and  need  only  to  be  licensed  to  start  investing  in  small  U.S. 
companies.  If  all  were  licensed  and  fully  leveraged,  approximately  $  1 .4  billion  in  new  capital 
would  be  available  for  small  business  investments. 

NASBIC  does  not  suggest  that  all  pending  hcensees  are  qualified  or  that  all  the  capital 
proposed  in  all  the  applications  will  be  raised.  However,  at  a  time  when  there  will  continue  to 
be  substantial  leverage  shortfall  on  the  Debenture  side  even  with  the  President's  proposal,  it  is 
a  measure  of  the  new  potential  for  the  SBIC  program  that  so  many  are  lined  up  waiting  to 
participate.  This  line  represents  the  private  sector's  behef  that  Government  will  live  up  to 
expectations.  If  growth  is  not  reasonably  assured,  private  investors  will  lose  interest  and  the 
SBIC  program  will  fail  to  reach  its  full  potential.  The  President's  budget  should  be  the 
minimum  provided  in  FY'97. 

•    Fees  charged  to  SBICs  should  be  reasonable. 

Fees  charged  SBICs  either  reduce  the  ultimate  rates  of  return  for  private  SBIC  investors 
(thereby  perhaps  making  SBICs  less  desirable  investments  for  private  capital),  are  passed  on 
to  the  small  companies  SBICs  invest  in  (thereby  making  much  needed  capital  more 
expensive),  or  result  in  a  combination  of  both.  The  increases  in  fees  proposed  by  the 
President  are  substantial  and  should  be  seen  in  relation  to  all  SBIC  fees  charged  by  the 
Government.  The  licensing  fees  run  from  $10,000.00  to  $20,000.00  depending  on  the  type 
of  SBIC.  SBA  examination  fees  can  average  as  much  as  $15,000.00.  The  current  minimum 
fee  for  leverage  is  two  percent,  or  $100,0(X).00  for  every  $5  million  in  leverage  drawn  down. 
That  amount  would  now  be  increased  by  another  $50,000.(X).  Finally,  the  current  market 
interest  due  from  SBICs  on  that  $5  milhon  would  be  increased  by  one  percent,  or  an 
additional  $50,000.00  per  vear.  Over  a  ten-year  period,  this  latter  increase  can  grow  to  over 
$500,000.00. 

The  SBIC  industry  is  willing  to  accept  increased  fees  if  they  are  reasonably  related  to  the 
actual  cost  to  the  taxpayers  of  running  the  SBIC  program  and  can  aid  in  securing  program 
growth.  By  imposition  of  the  fees  the  President  has  been  able  to  reduce  the  subsidy  rates 
applicable  to  the  programs  and  thus  provide  the  proposed  growth  at  reduced  appropriation 
levels.  Although  not  per  se  unreasonable,  the  President's  proposal  is  at  the  outer  limits  of 
what  we  believe  meets  that  test  and  should  only  be  imposed  after  careful  consideration.  The 
hard  work  that  must  be  done  is  to  reexamine  the  assumptions  that  are  used  to  calculate  loss 
projections  that  form  the  technical  bases  for  the  respective  subsidy  rates.  At  present,  we 
believe  the  fees  are  being  used  to  adjust  for  unreasonable  current  loss  assumptions  still  being 
used  by  0MB.  Given  the  increased  capital  requirements  since  1994,  the  stringent  new 
hcensing  requirements,  and  the  fact  that  private  investors  must  lose  100  percent  of  their 
capital  first,  we  believe  that  technical  adjustments  in  the  loss  assumptions  are  merited.  This 
would  make  imposition  of  substantial  new  fees  unnecessary,  ultimately  to  the  benefit  of  the 
small  companies  that  receive  SBIC  capital  investments. 
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•  Program  administration  by  the  SBA  is  good  and  might  be  made  even  better. 

We  commend  Administrator  Lader  and  the  SBA  for  the  responsiveness  they  have  shown  in 
addressing  industry  concerns.  Although  we  do  not  always  agree  on  every  issue,  SBA's 
responsiveness  and  open  door  policy  have  made  resolution  of  our  few  differences  easier  than 
might  otherwise  have  been  the  case.  We  also  note  with  approval  the  SBA's  consideration  of 
the  potential  contracting  out  of  the  examination  function.  With  continued  pressure  on 
Government  budgets,  this  type  of  creative  thinking  is  required.  We  are  all  striving  to  do  more 
with  less. 

We  know  also  that  this  Committee  has  expressed  some  concern  about  the  liquidation 
function.  As  everyone  involved,  NASBIC  believes  that  in  those  rare  instances  when 
liquidation  of  an  SBIC  is  required,  the  liquidation  should  be  carried  out  as  quickly  and  as 
expeditiously  as  possible  and  in  a  manner  that  maximizes  the  return  to  the  Government  while 
protecting  the  interests  of  the  small  businesses  that  the  Uquidating  SBICs  have  invested  in. 
To  the  extent  that  there  can  be  improvement  in  this  area  it  is  to  everyone's  best  interest.  If  we 
can  help  by  participating  in  a  study  of  the  current  function  that  might  lead  to  recommended 
changes,  we  would  be  happy  to  do  so. 

•  Some  suggested  improvements  for  Congressional  consideration. 

The  following  are  additional  funding-related  items  for  your  consideration.  They  are  not 
related  directly  to  the  President's  budget  proposal.  However,  we  believe  these  substantive 
changes  would  further  improve  the  SBIC  program.  We  also  have  other  suggestions  not 
related  to  funding  that  we  would  be  happy  to  take  up  with  you  at  another  time. 

Five-year  leverage  disbursal. 

Currently,  SBA  may  disburse  committed  leverage  over  two  years  only.  We  believe  that  this 
was  an  inadvertent  restriction  and  that  the  five  year  period  would  be  in  keeping  witii  original 
Congressional  intent.  Moving  to  the  multi-year  window  would  provide  more  program 
certainty  for  the  private  sector  and  more  safety  and  soundness  for  the  Government. 

Indexing  of  the  cap  on  leverage. 

Currentiy,  there  is  a  $90  million  cap  (per  tiie  1992  legislation)  on  the  leverage  that  can  be 
drawn  by  an  individual  SBIC.  Indexing  the  cap  to  reflect  annual  inflation  (1992=100)  would 
maintain  relative  leverage  standards  in  the  years  to  come. 

Conclusion. 

Thank  you  for  tiie  opportunity  to  appear  today.  We  in  the  industry  are  proud  to  be  a  part  of 
the  SBIC  partnership  with  the  Government  and  U.S.  taxpayers.  The  SBIC  program  has 
accomplished  much  since  its  inception  in  1958  and  is  now  poised  to  accomplish  even  more  in 
the  fuuire.  We  commend  the  President  and  SBA  Administrator  Lader  for  the  support  they 
have  shown  for  the  program  in  the  President's  FY'97  budget  proposal.  In  addition,  we 
appreciate  the  support  tiie  program  has  enjoyed  from  tiiis  Committee  and  look  forward  to 
working  witii  you  to  ensure  that  tiie  SBIC  program  realizes  its  full  potential  in  helping  small 
businesses  create  the  jobs  and  economic  growtii  so  critical  to  our  country. 
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Chairwoman  Meyers  and  distinguished  members  of  this  Committee,  it 
is  again  a  pleasure  for  me  to  appear  before  you  to  discuss  the  Small  Business 
Administration's  7(a)  guaranteed  loan  program.  I  am  here  today  in  my 
capacity  as  the  President  of  the  National  Association  of  Government 
Guaranteed  Lenders  (NAGGL),  the  trade  association  representing  the  SBA  7(a) 
lending  industry.  Our  700  member  institutions  account  for  approximately  70 
percent  of  all  the  SBA  7(a)  loans  that  are  approved  annually. 

It  is  with  a  sense  of  deja  vu  that  I  speak  with  you  today  about  the 
Administration's  budget  request.  For  the  last  four  years,  we---this 
Committee,  the  Congress,  and  NAGGL---have  been  staring  at  the  same 
problem.  For  the  fourth  year  in  a  row,  we  are  again  at  the  mercy  of  the  Office 
of  Management  and  Budget  (OMB)  and  the  7(a)  assumptions  OMB  decides  to 
use  in  its  model  that  determines  the  subsidy  rate  for  this  program.  For  the 
fourth  year  in  a  row,  neither  you  nor  1  know  what  those  assumptions  are,  but 
we  are  hamstrung  by  their  result.  It  was  only  a  few  months  ago  that  OMB 
decided  upon  a  set  of  assumptions  concurrent  with  this  Committee's  7(a) 
program  changes  that  resulted  in  a  1.06  percent  subsidy  rate.  In  the  FY  '97 
budget  request,  because  OMB  has  again  changed  their  assumptions,  we  are 
now  faced  with  a  2.68  percent  subsidy  rate,  or  a  153  percent  increase!  In  my 
opinion,  if  the  credit  subsidy  rate  was  determined  in  a  credible  fashion,  the 
rate  should  never  have  these  wild  gyrations  (always  up,  1  might  add). 


We  do  not  know  why  OMB  changed  its  7(a)  assumptions.  Supposedly, 
OMB  is  relying  upon  an  SBA  performance  study  of  the  7(a)  program  (see  SBA 
letter  dated  March  19,  1996,  attached).  But  this  raises  several  questions. 
Since  the  portfolio  analysis  was  submitted  to  OMB  last  fall,  why  did  OMB  tell 
a  7(a)  lender  in  January  of  1996  that  the  results  of  the  7(a)  portfolio  analysis 
showed  that  the  performance  was  slightly  better  than  estimates,  and  that  the 
subsidy  rate  would  decline  a  small  amount?  Why  was  I  told  by  SBA 
representatives  in  February,  two  weeks  before  the  budget  passback,  the  same 
thing?  How  could  the  subsidy  rate  change  so  dramatically  over  a  two  week 
period?  The  SBA  has  stated  publicly  that  the  loss  rate,  using  the  commercial 
bank  method,  was  1.3  percent  in  FY  '94.  And  the  SBA  has  estimated  the  loss 
rate  for  FY  '95  had  declined  to  .9  percent,  a  30  percent  decline.  If  the  loss 
rate  is  improving  so  much,  why  is  the  subsidy  rate  being  increased  by  153 
percent?  Why  has  the  Administration  been  unwilling  to  discuss  the  portfolio 
analysis  with  NAGGL  and  the  Committee  staff? 

There  is  something  fundamentally  wrong  with  this  situation.  The  one 
snippet  of  information  we  have  been  told  is  that  "previous  estimates  of 
defaults  and  recoveries  were  not  accurate ".  NAGGL  believes  that  there  must 
be  thorough  management  analysis  of  the  information.  What  happened?  Are 
there  credit  tinderwriting  issues  that  need  to  be  addressed?  Are  certain  types 
of  borrowers  and/or  lenders  causing  unacceptable  losses?  How  can  we 
strccmiline  the  collection  processes?  The  list  of  questions  is  too  long  to 
address  here,  but  this  analysis  must  be  done! 
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NAGGL  appreciates  Administrator  Lader  taking  the  FY  '97 
budget/subsidy  issue  to  the  Oval  Office  and  fighting  it  out  with  OMB.  We 
know  he  realizes  that  the  fees,  statutorily  imposed  on  the  program  last  year, 
have  driven  up  loan  costs  to  borrowers  and  lenders,  which  is  one  of  the  major 
reasons  that  program  utilization  is  20  percent  below  where  it  was  one  year 
ago.  We  deeply  appreciate  SBA  securing  in  the  Administration's  budget 
request  enough  money  to  fund  an  $11  billion  program  (an  estimate  of 
program  demand  with  which  we  agree)  despite  the  subsidy  rate  increase. 

But  that  is  only  a  band-aid  approach  that  shifts  responsibility  for 
dealing  with  the  problem  to  the  Congress.  Even  if  Congress  adopts  a  higher 
appropriation  level  for  7(a)  in  FY  '97,  that  does  not  solve  the  long-term 
problem.  To  solve  that  problem,  at  a  minimum,  (1)  Congress,  through  the 
Congressional  Budget  Office  must  put  itself  on  equal  footing  with  OMB  in 
determining  subsidy  rates  so  that  you  and  other  Committees  have  an 
independent  basis  for  making  decisions;  (2)  solutions  to  the  7(a)  subsidy 
problems  must  be  addressed  in  a  way  that  OMB  will  credit  the  program  in  its 
subsidy  calculation.  (OMB  has  a  history  of  only  reflecting  negative  changes, 
while  ignoring  any  positive  changes);  and  (3)  we  must  define  the  mission  and 
operating  parameters  of  the  7(a)  program. 

NAGGL's  vision  for  the  future  for  the  7{a)  program  is  discussed  in  the 
addendum  to  my  testimony.  This  White  Paper  was  discussed  with  Committee 
staff  last  month.  In  brief,  we  believe  that  SBA  must  further  the  effort  to 
centralize  its'  functions.  The  results  of  the  centralized  activities  thus  far 
have  been  a  marked  improvement  in  the  consistency  of  Agency  policies. 
NAGGL  hopes  that  the  SBA  will  move  quickly  to  centralize  the  processing  of 
LowDoc  and  504  loans.  Coupled  with  the  Preferred  Lender  processing  center, 
as  much  as  85  percent  of  all  the  Agency's  loans  could  be  processed  in  a 
limited  number  of  locations. 

Next,  the  SBA  must  expand  its  leverage  of  private  sector  resources.  The 
Preferred  and  Certified  Lenders  programs  must  be  expanded.  But  this 
expansion  must  be  done  in  a  quality,  professionally  managed  way.  NAGGL 
believes  that  SBA  and  the  industry  should  create,  with  congressional 
oversight,  loan  landerwriting  standards  and  lender  performance  criteria.  With 
proper  lending  standards  in  place,  lenders  would  operate  within  those 
standards.  This  m  turn  would  change  the  focus  of  SBA  field  personnel  to  one 
of  managing  lender  relations,  rather  than  reviewing  individual  loan 
applications  or  servicing  actions.  In  FY  '95,  only  7  percent  of  loan 
applications  were  processed  under  the  Preferred  Lenders  Program.  This  means 
Agency  personnel  manually  processed  93  percent  of  all  loan  applications. 
With  a  static  or  shrinking  staiff  and  projected  loan  growth,  the  percentage  of 
loans  processed  by  Agency  staff  must  be  substantially  reduced. 

As  the  White  Paper  shows,  NAGGL  proposes  other  changes  that  we 
believe  would  Improve  program  integrity  and  help  insure  its  viability.  1  would 
be  happy  to  discuss  any  of  these  during  questions. 
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As  we  have  repeatedly  said  in  our  previous  testimonies,  the  SBA  loan 
programs  fill  an  important  need  for  small  businesses.  In  1994  banks  made 
approximately  $100  billion  in  loans  to  small  businesses  (defined  as  loans  of 
$1  miUion  or  less),  with  only  16  percent,  or  $16  billion,  having  a  maturity 
over  one  year.  In  FY  '94,  the  SBA,  through  the  7{a)  and  504  programs,  made 
approximately  $10.5  billion  in  long-term  small  business  loans,  most  of  which 
were  made  by  commercial  banks.  This  correlation  clearly  shows  that,  the 
SBA,  through  its  loan  programs,  is  the  major  provider  of  long-tenn  credit  for 
small  businesses. 

Attached  to  this  testimony  is  a  recent  article  from  the  American  Banker 
about  a  Federal  Reserve  paper  on  small  business  lending.  The  study  indicates 
that  small  business  lending  by  banks  declined  34  percent  from  1989  to  1994, 
and  it  is  estimated  that  such  lending  will  decline  another  32  percent  in  the 
next  five  years.  This  will  continue  to  increase  SBA's  importance  as  the  major 
provider  of  long-term  credit.  Clearly,  if  Congress  and  the  Administration 
want  to  maintain  this  important  long-term  credit  window  for  small  business, 
SBA's  7(a)  program  must  be  made  more  efficient,  and  it  must  escape  from 
under  the  black  cloud  OMB  continually  casts  over  it. 

NAGGL  commends  the  Chair  and  the  other  members  of  the  Committee 
for  your  past  support  of  the  SBA  loan  programs.  On  behalf  of  NAGGL 
members,  I  thank  you  for  the  opportunity  to  testify  today  and  would  be 
pleased  to  answer  questions. 
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U.S.  Small  Business  Administration 

Washington,  0,C.    20416 


March   19,    199  6 


Dear  SBA  Lending  Partner: 

The  President  is  scheduled  to  announce  his  fiscal  year  199  7 
budget  at  2  p.m.  today.   I  wanted  to  contact  you  directly  to 
explain  how  that  budget  affects  you,  as  an  SBA-participar.t 
lender,  the  7(a)  program,  and  the  Agency,  generally. 

You  will  be  pleased  to  know  that  the  Administration's  fiscal  year 
1997  budget  request  reflects  President  Clinton's  commitment  to 
serving  the  needs  of  the  nation's  small  businesses  through  the 
SBA  and  its  programs .   The  budget  request  provides  for  continua- 
tion of  ALL  SBA  programs  included  in  the  fiscal  year  1996 
Conference  Report. 

I'm  sure  that  your  first  concern  is  funding  for  the  7(a)  program. 
The  Administration's  budget  submission  includes  sufficient 
authority  to  increase  the  7(a)  program  level  to  $ll  billion. 
This  represents  a  substantial  increase  over  actual  7(a)  program 
performance  for  fiscal  years  1994  and  1995  which  were 
approximately  level  at  $7.8  billion,  and  a  slight  increase  over 
the  fiscal  year  1996  budget  authority  which  provides  for  a  $10.8 
billion  program. 

I  know  that  over  the  past  several  months  you  have  heard  that  0MB 
and  SBA  were  conducting  a  thorough  analysis  of  the  performance  of 
loans  made  under  the  7(a)  and  504  programs  during  the  period  1983 
to  1995.   The  OMB/SBA  data  indicate  that  previous  estimates  of 
defaults  and  recoveries,  as  well  as  the  timing  of  these  events, 
were  not  accurate.   As  a  result  of  this  analysis,  proposed 
subsidy  rates  for  both  the  7(a)  and  the  504  programs  were  revised 
for  fiscal  year  1997.   The  fiscal  year  1997  baseline  subsidy  rate 
for  the  7(a)  program  is  2.68%,  and  the  fiscal  year  1997  budget 
request  includes  a  7(a)  program  subsidy  of  $294.8  million,  an 
amount  sufficient  to  provide  a  7(a)  program  level  of  $11  billion. 

It  should  be  noted,  however,  that  recent  trends  appear  to 
indicate  gradual  improvement  in  7(a)  portfolio  quality.   If  these 
positive  trends  continue,  the  7(a)  subsidy  rate  will  be  lowered 
next  year,  and  continued  reductions  will  follow  as  long  as 
portfolio  quality  continues  to  improve. 

You  are  probably  also  curious  about  SBA's  overall  budget  request. 
The  Administration's  total  requested  appropriation  for  SBA  is 
$808.5  million.   This  includes  $277.8  million  for  operating 
expenses  (personnel  compensation  and  benefits,  rents  and 
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communications  and  other  operating  expenses);  $321.6  in  business 
loan  subsidies  (including  programs  of  the  Office  of  Financial 
Assistance  as  well  as  the  Small  Business  Investment  Company 
program);   $3.7  million  for  surety  bond  guarantees;  $9.5  million 
for  the  Office  of  the  Inspector  General;  and,  $94.3  million  for 
disaster  loan  program  operations.  The  requested  operating 
expenses  include  $182.9  million  for  personnel  compensation  and 
benefits.   This  translates  to  3,122  full-time  equivalent 
positions  and  would  provide  staffing  authority  marginally  higher 
than  our  current  on-board  workforce. 

Included  in  the  budget  request  are  $62  million  in  authority  for 
direct  and  guaranty  Microloans,  and  an  additional  $15.4  million 
for  related  technical  assistance.   Those  of  you  that  are 
interested  in  participating  as  guaranty  lenders  in  the  Microloan 
Demonstration  Program  will  be  particularly  pleased  to  know  that 
the  fiscal  year  1997  subsidy  rates  for  the  Microloan  program  were 
re-evaluated  to  reflect  actual  (rather  than  projected) 
performance.   The  rates  decreased  from  15.69%  to  8.2%  for  direct 
microloans  and  from  11.95%  to  8.43%  for  guaranteed  microloans. 
These  changes  will  lower  the  overall  cost  of  the  program  to 
taxpayers. 

During  the  coming  months,  SBA  will  be  working  closely  with 
Congress  to  identify  additional  opportunities  for  improving 
Agency  performance,  enhancing  program  delivery  and  results  and 
achieving  budgetary  savings.   We  will  look  forward  to  yoiir 
participation  in  these  efforts,   I  want  to  thank  you  in  advance 
for  your  continuing  support  and  for  your  help  in  making  the 
Agency,  and  its  programs,  more  effective  and  more  efficient. 

Sincerely, 


R.    Cox/ 
iciate  Administrator  for 
financial  Assistance 
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Over  the  last  decade  and  a  half,  the  Small  Business  Administration's  7(a)  loan 
program  has  become  the  major  source  of  long-term  credit  for  small  businesses. 
This  has  come  about  because  of  SBA's  "quality  lending  initiative"  started  in  the 
early  1980's.  Today  more  lenders  than  ever  before  are  actively  participating  in 
the  program,  providing  billions  of  dollars  in  long-term  loans  to  the  private 
sector. 

Not  only  is  the  SBA  7(a)  program  one  of  the  most  important  sources  of  small 
business  capital  to  this  important  sector  of  our  economy,  it  has  also  proven, 
through  independent  studies,  to  be  one  federal  program  which  is  a  net  revenue 
generator  for  the  federal  government.  In  each  of  fiscal  years  1994  and  1995, 
the  7(a)  program  pumped  almost  $8  billion  in  private  sector  loans  into  the 
economy.  This  is  enough  money  to  create  or  retain  well  over  200,000  jobs  in 
each  of  those  years,  not  to  mention  the  rippling  effect  throughout  each 
community  each  time  a  long-term  SBA  loan  is  made  by  a  private  sector  lender.! 

But  while  loan  demand  has  risen  annually,  federal  resources  to  the  SBA  and 
the  7(a)  program  have  decreased.  Since  1990,  loan  volume  has  more  than 
doubled,  while  the  number  of  SBA  employees  engaged  in  the  lending  process 
has  declined  by  approximately  20%.  And,  perhaps  most  importantly,  the 
credit  subsidy  cost  of  the  program  (the  government's  up-front  cost  per 
dollar  loaned)  has  been  reduced  by  80%.  The  latter  has  all  been 
accomplished  through  higher  program  costs  to  borrowers  and  lenders. 

The  National  Association  of  Government  Guciranteed  Lenders  (NAGGL)  believes 
that  the  demand  for  long-term  credit  by  small  businesses  will  continue  to  grow. 
And  we  also  believe  that  the  SBA  budget  will  continue  to  come  under  pressures 
to  find  budgetary  savings.  So  how  do  we  meet  the  expanding  needs  of  small 
business  with  a  shrinking  budget,  and  at  the  same  time,  not  price  small 
businesses  out  of  the  market  by  continually  raising  fees? 

We  believe  the  answer  is  to  rely  more  on  the  private  sector  to  deliver  and 
administer  the  program,  and  for  SBA  to  consolidate  its  operations  through 
loan  origination,  servicing  and  processing  centers.  The  role  of  Agency 
personnel  must  shift  into  a  role  of  managing  lenders  performance,  rather  than 
processing  individual  loan  applications  and  loan  servicing  actions.  In  fiscal 
year  1995,  only  7%  of  the  loans  were  approved  under  the  Preferred  Lenders 
Program,  or  PLP.  This  means  that  SBA  loan  officers  physically  processed  93% 
of  the  loan  applications.  With  the  projected  increases  in  loan  demand,  SBA 
personnel  cannot  effecively  continue  that  effort. 

To  meet  the  projected  program  growth,  NAGGL  believes  several  steps  must  be 
taken.  First,  we  believe  SBA  should  continue  the  effort  to  centralize 
operations  in  oversight  centers  to  handle  lender  reviews  and  non-PLP 
functions.  The  PLP  processing  center  in  Sacramento,  California  and  the  loan 
servicing  center  in  Fresno,  California  have  proven  to  be  successful.  The  SBA 
has  now  opened  a  second  loan  servicing  center  in  Little  Rock.  Arkansas,  and 
has  designated  Kansas  City,  Missouri  as  the  site  for  the  PLP  review  center. 
NAGGL  hopes  SBA  will  continue  this  trend  and  establish  one  or  two  Low-Doc 
processing  centers  (preferably  alongside  the  PLP  operations  in  Sacramento  and 
Kansas  City),  and  to  consider  centralizing  the  loan  liquidation  process. 
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Second,  the  PLP  program  must  be  expanded.  But  this  expansion  must  be  done 
in  a  quality  fashion.  We  have  been  working  with  the  SBA  to  develop  a 
standard  review  procedure  for  all  PLP  lenders.  When  the  review  standards  are 
completed,  they  will  be  communicated  to  the  lenders  so  SBA's  lending  partners 
will  understand  what  is  expected  of  them.  Today,  many  PLP  lenders  have  not 
had  any  review  for  2  years  or  longer,  an  occurrence  that  NAGGL  finds  totally 
unacceptable.  With  the  appropriate  standards  and  review  procedures  in  place, 
the  vast  majority  of  the  annual  7(a)  volume  could  be  processed  PLP  by 
experienced  private  sector  lenders  operating  within  performance  standards. 

Third,  the  SBA,  in  conjunction  with  its'  lending  partners,  should  develop 
performance-based  lending  standards.  It  is  our  belief  that  lenders  must  be 
responsible  lending  partners.  Today,  some  lenders  have  unacceptable 
performance  records  with  SBA,  yet  they  are  allowed  to  continue  to  participate 
without  restrictions.  In  the  current  structure  where  lenders  all  pay  the  same 
fees,  those  lenders  with  acceptable  portfolio  performances,  and  their  borrowers, 
are  subsidizing  the  cost  of  those  lenders  with  poor  portfolio  performance. 

Next,  we  must  get  adequate  and  accurate  information  on  which  to  base 
decisions.  Today,  even  writh  a  40+  year  lending  history,  the  subsidy 
calculations  for  the  SBA  7(a)  program  are  based  on  guesses  and  assumptions, 
rather  than  factual  data.  Management  information  is  not  available  or  is 
withheld  for  political  reasons.  This  is  simply  no  way  to  do  business!  We  must 
get  quality  information,  analyze  it,  and  take  appropriate  measures.  For 
instance,  what  is  the  loss  rate?  Are  particular  types  of  loans  more  likely  than 
others  to  default?  Should  certain  businesses  be  held  to  higher  equity 
participation  requirements?  Do  certain  districts  have  delinquency  rates 
outside  the  acceptable  range?  Do  certain  program  initiatives  carry 
unacceptable  cost  burdens? 

The  subsidy  calculation  computed  by  the  Office  of  Management  and  Budget 
needs  to  be  fully  explained  in  a  public  forum.  OMB  should  be  required  to 
disclose  what  assumptions  were  used  and  why.  This  information  will  again 
provide  management  opportunities  to  adjust  or  fine  tune  the  program. 
Congress  and  the  lending  industry  need  to  be  aware  of  the  subsidy  impact 
made  by  special  or  pilot  loan  programs.  (Preferably,  the  basic  7(a)  subsidy 
calculation  should  be  done  separate  and  apart  from  all  other  special  and  pilot 
loan  programs). 

Next,  we  need  to  define  the  main  mission  of  the  SBA  7(a)  program.  We  believe 
the  mission  should  be  primarily  to  serve  the  long-term  credit  needs  of  small 
businesses,  in  a  fiscally  responsibly  manner  (i.e.  quality  lending).  The  Federal 
Reserve  Bank  annually  reports  the  amount  of  lending  by  banks  to  small 
businesses  (defined  as  loans  of  $1  million  or  less).  In  1994,  banks  made 
approximately  $100  billion  in  loans  to  small  businesses,  84%  of  which  had  a 
maturity  of  one  year  or  less.  That  leaves  only  $16  billion  in  loans  with 
maturities  over  one  year.  In  fiscal  1994,  the  SBA  7(a)  and  504  programs 
facilitated  over  $10.5  billion  in  long-term  loans.  With  this  correlation  it  is 
clear  that  the  SBA  is  small  businesses'  major  source  of  long-term  capital  in  this 
country. 
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Next,  to  meet  the  needs  of  an  expanding  small  business  populus,  several  SBA 
rules  and  regulations  need  to  be  modified,  as  they  are  a  burden  and /or 
impediment  to  the  long-term  lending  process.  The  suggested  list  of  regulation 
and  program  changes  follow  this  narrative. 

The  SBA  also  needs  to  discontinue  the  current  procedure  of  basing  district 
office  performance  reviews  and  bonuses  on  numerical  lending  quotas.  SBA 
need  look  no  further  than  their  own  historical  records  to  see  that  quota 
lending  failed  miserably  each  time  it  has  been  tried.  In  testimony  before  the 
Senate  Small  Business  Committee  on  October  27,  1981,  regarding  rising 
default  and  loss  rates,  then-Administrator  Michael  Cardenas  made  the 
following  statements: 

"In  the  early  1970's,  as  the  loan  programs  grew  in  size  and 
popularity,  the  Agency's  management  placed  a  greater  emphasis  on 
measuring  accomplishments  in  terms  of  the  number  and  dollar 
volume  of  loans  made.  As  this  emphasis  grew  more  intense,  and 
staffing  remained  almost  constant,  there  was  a  degree  of  softening  in 
the  general  quality  of  loans  approved. . .  The  Agency's  default  and  loss 
rate  started  to  climb... At  SBA,  we  have  changed  the  philosophy 
governing  administration  of  all  of  our  lending  programs  to  emphasize 
the  quality  of  loans  versus  the  quantity  of  loans... By  statute,  we 
must  require  'reasonable  assurance  of  repayment'  on  all  loans. 
Unfortunately,  this  requirement  had  been  subordinated  to 
administrative  considerations  such  as  numerical  goals  and  targeting. 
Reasonable  assurance  of  repayment  must  be  the  overriding 
consideration.  To  implement  this  new  philosophy,  the  Agency  has 
taken  the  following  steps:  All  numerical  goals  in  loan  making 
activities  have  been  abolished;  Determined  that  the  principal 
objectives  for  Agency  loan  making  staff,  upon  which  their 
performance  will  be  measured,  are  to  sharply  improve  the  quality  of 
loan  decisions  and  the  timeliness  of  loan  processing.  This  should 
counter  the  practice  of  'getting  the  money  out'  which  has  caused  the 
approval  of  some  bad  loans." 

Finally,  using  the  words  of  former  SBA  Administrator  Erskine  Bowles,  the  SBA 
cannot  be  all  things  to  all  people.  The  Agency  has  limited  resources  that  must 
be  efficiently  and  effectively  managed.  We  believe  that  a  cost-benefit  analysis 
should  be  completed  on  Agency  programs  to  see  which  non-essential  or  high- 
cost/low-benefit  programs  are  using  up  limited  resources. 

The  PLP  expansion,  the  centralization  initiative  and  the  development  of 
performance-based  standards  will  create  substantial  economies  of  scale  for  the 
Agency,  meaning  office  and  personnel  requirements  should  decrease.  Many  of 
the  efforts  done  by  Agency  personnel  today,  can  be  shifted  to  the  private  sector. 
As  we  face  continued  budget  pressures,  we  believe  that  the  Agency  must  look  to 
streamlining  its  operations  as  a  source  of  cost  savings  rather  than  simply 
passing  on  higher  fees  to  small  businesses.  We  believe  that  these  reforms  will 
allow  SBA  and  the-  private  sector  to  meet  the  growing  demand  for  SBA  7(a) 
loans,  in  a  quality  fashion,  and  at  a  reduced  overhead  burden  to  the 
government. 
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Proposed  7(a)  Program  Changes 

§120.101  Credit  not  available  elsewhere.  This  regulation  has  its 
source  in  the  Small  Business  Act.  NAGGL  believes  this  provision  should 
be  eliminated,  especially  for  loans  with  maturities  over  one  year.  It  is 
evident  from  studies  that  small  businesses  have  a  difficult  time  accessing 
long-term  capital.  We  believe  that  this  provision  was  established  with 
the  direct  loan  program  in  mind  when  the  Agency  may  have  competed 
with  private  sector  lenders.  Now  that  the  program  is  delivered  by  private 
sector  lenders,  this  issue  is  no  longer  applicable.  Further,  it  is 
impossible  for  any  lender  attest  to  whether  or  not  a  borrower  may  find 
credit  elsewhere?  A  lender  can  only  attest  to  their  own  credit  decisions, 
not  what  some  other  lender  may  or  may  not  do.  But  since,  by  definition, 
small  businesses  have  a  difficult  time  attracting  long-term  capital,  and 
since  SBA's  "personal  resources  rule"  eliminates  the  "wealthy"  from 
eligibility,  this  provision  is  not  needed  at  all. 

§120.420  Financings  by  nondepositoiy  lenders.  NAGGL  requests  that 
commercial  banks  be  allowed  to  pledge  or  transfer  notes  in  the  same 
manner  as  nondepository  lenders.  The  SEA  has  objected,  stating  that 
since  banks  have  a  deposit  base,  this  provision  is  not  needed.  Banks  are 
funded  by  short-term  deposits,  while  SBA  loans  have  long-term 
maturities.  So  while  banks  do  have  a  deposit  base,  they  do  not  match 
SBA  loan  maturities.  We  believe  SBA  should  drop  the  word 
"nondepository"  from  the  regulation,  allowing  banks  to  better  match 
their  sources  and  uses  of  funds. 

In  Circular  No.  A-129  dated  January  1993,  OMB  has  established 
regulations  requiring  federal  agencies  with  government  guaranteed  loan 
programs  to  ensure  that  all  real  estate  credit  transactions  over  $100,000 
have  an  appraisal  performed  by  a  state  licensed  or  certified  appraiser. 
The  federal  regulatory  agencies  changed  their  similar  appraisal  standards 
on  June  7,  1994,  and  now  require  appraisals  performed  by  a  state 
licensed  or  certified  appraiser  on  loan  transactions  over  $250,000. 
Business  loans  of  $1,000,000  or  less,  where  the  transaction  is  not 
dependent  on  the  sale  of,  or  rental  income  from,  real  estate  as  the 
primary  source  of  repayment  also  do  not  require  appraisals  performed  by 
state  licensed  or  certified  appraisers.  The  current  OMB  policy  is  a 
burdensome  requirement  for  small  businesses,  resulting  in  higher  costs 
and  time  delays.  Since  the  banking  agencies  have  determined  that  the 
safety  and  soundness  of  banks  will  not  be  affected  by  the  changes 
incorporated  in  the  appraisal  standards,  we  request  that  this  appraisal 
requirement  be  modified. 

Define  the  mission  of  the  7(a)  program.  The  SBA  is  no  longer  "a  lender 
of  last  resort".  This  terminology  infers  that  any  small  business  receiving 
an  SBA  loan  has  a  high  probability  of  failure.  This  is  simply  not  tioie. 
The  7(a)  program  has  become  the  primciry  source  of  long-term  capital  for 
small  businesses.  NAGGL  believes  the  SBA  7(a)  program  mission  should 
be  to  serve  the  long-term  credit  needs  of  small  business  in  a  fiscally 
responsible  manner. 
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§121.301  What  size  standards  are  are  applicable  for  financial 
assistance  programs.  The  alternate  size  standard  in  use  in  the 
development  company  program,  should  be  made  available  for  use  in  the 
7(a)  business  loan  program. 

§120.470  What  is  an  SBLC?  In  keeping  with  NAGGL's  long-held  belief 
that  the  "pla3ring  field"  for  both  bank  and  non-bank  lenders  should  be 
the  same,  NAGGL  believes  that  the  current  regulation  limiting  a  small 
business  lending  companies  participation  to  only  the  7(a)  program, 
should  be  modified.  Today  an  SBLC  cannot  make  the  construction 
portion  of  a  project  where  an  SBA  loan  is  approved  for  the  permanent 
financing,  cannot  participate  in  the  SBA  504  loan  program,  and  cannot 
participate  in  other  federal  credit  programs  such  as  the  Rural  Business 
Cooperative  Service's  business  &  industry  loan  program.  As  lenders  who 
specialize  in  serving  the  credit  needs  of  small  business,  it  would  benefit 
the  small  business  community  if  SBLC's  were  allowed  to  participate  in 
these  programs. 
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Fed:  Small-Business  Loans  to  Shrink  with  Industry 


♦  BylARETSElBERG 

WASHINGTON  —  Consolidation, 
ignited  by  interstate  banlung,  wiU  con- 
tinue to  slirinic  the  number  of  banks 
and  squeeze  smaii-busuiess  credit  even 
furtiier,  Federal  Resen.'e  Board  econo- 
mists predicted  Wednesday. 

The  Fed  paper,  presented  to  the 
Sociery  of  Government  Economists, 
predicts  a  32%  drop  in  small-busi- 
ness lending  in  the  next  five  years. 
This  follows  a  34S''o  drop  between 
1989  and  1994. 

The  failoff  in  small-business  lend- 
ing is  the  result  of  thousands  of  bank 
mergers  that  have  taken  place  since 


states  began  opening  their  borders  in 
1979,  Fed  economist  .\llen  N.  Berger 
said. 

Interstate  banking,  Mr.  Berger  said, 
will  reduce  the  size  of  the  banking 
industry  to  2,000  holding  companies 
by  2016,  from  more  than  8,000  today. 
The  mdusiry  already  has  lost  more 
than  4,000  banking  organizations 
since  1979,  he  said. 

The  bank-industr/  consolidation 
will  further  depress  small-business 
lending,  Mr.  Berger  declared.  Large 
banks  historically  commit  less  of  their 
assets  to  small  business  loans  than  do 

See  page  2 


Things  to  Come 

The  Fed  predicts... 

%  Banks  will  number  just 
2.000  by  2016. 


Small43usiness  lending 
will  drop  32%  by  2001. 


O  More  credit  will  be 
provided  by  nonbanks 
and  foreign  banks. 


Fed  Economists  Warn  Bank  Consolidation 
Is  Cutting  into  Small-Business  Lending 
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small  banks,  he  said. 

This  held  true  in  1994  when 
the  big  banks  devoted  just  2.5% 
of  their  loan  volume  to  small 
business  lending,  while  S2%  of 
small-bank  loan  volume  went  to 
small  businesses. 

The  Fed  economist  based  his 
predictions  on  data  collected 
from  call  reports  banks  tiled 
between  1979  and  1994. 

Mr.  Berger,  and  his  co- 
authors. University  of  Chicago 
econoimst  Anil  K.  Kashyap  and 
Fed  economist  Joseph  M.  Scalise, 
found  a  clear  relationship 
between  creation  of  the  first 
mterstate  banking  companies  in 


1979  and  the  drop  in  small-busi- 
ness lending. 

The  consoUdadons  also  have 
significantly  reduced  the  number 
of  small  banks,  which  held  14% 
of  the  banking  industr>''s  assets 
in  1979,  but  today  control  less 
than  half  that  amount 

Banks  with  more  than  SI  bil- 
lion in  assets  grew  substantially 
during  this  period,  doubling 
their  assets  to  18%  of  the  indus- 
try's total. 

The  study  also  noted  that  non- 
banks  and  foreign  banks  are 
increasingly  taking  away  business 
from  commercial  banks. 

For  example,  foreign  banks 
make  48%  of  ail  large  commer- 
cial loans  today.  O 
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New  fees, 
cause  big 

Lending  fails  by  51% 
in  late  '95,  early  '96 


By  Kerri  S.  Smtth 

RocJiy  Mouiiiam  News  Sta^'iVnicr 

New  fees  and  recent  federal 
government  shutdowns  precipi- 
tated 3  Si"^  drop  :r,  small  business 
loan  guarantees  for  Colorado  busi- 
nesses m  late  1995  and  early  1996. 

Local  lenders  and  the  regional 
admmistrator  o:  the  Small  Busi- 
ness Administration  say  a  combi- 
nation ot  both  factors  scared  off 
consumers.  The  Small  Busmess 
Administration  is  a  federal  agenc/ 
that  guarantees  loans  granted 
through  banks  and  other  lenders. 

From  Oct;  1,.1995  to  Jan.  31, 
only  2&7  consumers  took  out  a 
basic  SBA  loan  guarantee,  re- 
ferred 10  as~a  7(a;.  During  the 
same  penod,  last  year,  consum.ers 
took  out  543  loan  guarantees. 

"Both  the  small  business  com.- 
munity  and  lender-3  backed  off  Lhe 
7(a)  loans  because  they  lost  confi- 
dence in  tlie  government  during 
cne  shutdowns."  said  Br.an  Bur.ke, 
Bank  One  Colorado  vice  president 
and  small  busmess  lending  man- 
ager 

Dozens  of  loan  applications 
piled  up  on  lenders'  desks  when 
the  government  shut  down  twice 


NUMBER  OF  SBA  LOAN 
GUARANTEES  IN  COLORADO 


1996 

1993 

Women 

75 

217 

Minorities 

31 

77 

Veterans 

a3 

80 

Low  documention* 

116 

281 

•  SireamiineG  orogram  for  s.-r.allef 

loan  amounts  tna:  require  less 

aocumentation. 

Source:  U.S.  Small  Business  Acminisiration 

beCA'een  November  1995  and  Jan- 
uary 19S6.  With  Lhe  SBA  closed, 
millions  of  dollars  of  lending  capi- 
tal simply  froze  in  place. 

Last  October  new  fees  set  by 
Congress  took  affect.  Now.  lend- 
ers must  pay  a  .57d  fee  and  con- 
sumers a  2%-3.3'5d  fee  per  loan 
guarantee. 

Tom  Redder,  regional  adminis- 
trator of  the  SBA,  puts  more  em- 
phasis on  the  fees  when  e.xplaining 
the  change. 

"The  fees  sound  small,  but  if 
amoritized  over  the  life  of  the  loan 
it  could  mean  between  SI. 000  to 
S20,000  or  S25,000  more,"  Reader 
said. 

The  new  fee  schedule  also  low- 
ers the  loan  amount  that  can  be 
guaranteed  through  the  SBA  from 


90%  to  757o,  Redder  said. 

Small  businesses  uiat  shy  away 
from  "iie  fees  m.ay  3e  out  of  luck, 
because  such  businesses  often 
cannot  qualify  for  traditional  loans. 

While  the  7(a)  loan  gijarantees 
are  down,  a  smaller  SB.A  program 
for  long-term,  caoital  debt  ju.moed 
87%. 

Referred  to  as  "504's."  the  pro- 
gram guarantees  larger  loans  used 
for  capital  equipment  —  manufac- 
turing plant,  large  machinery  and 
fixtures.  There  is  no  fee  for  Lhe 
504  loan  guarantees. 

Ray  Nash,  chief  financial  officer 
of  Denver-based  Vectra  Bank,  said 
the  504  gro\vthilikeiy  is  not  as  sig- 
nificant as  the  percentage  growth 
indicates. 

"Since  the  504  program  is  a  lot 
smaller  Lhan  Lhe  7(a)  program,  a 
tew  more  loans  is  a  huge  percent- 
age increase,  so  I  don't  know  how 
much  you  can  judge  from  just  a 
few  montlis  of  bigger  numbers." 

Buo  Bank  One's  Burke  said 
many  lenders  "are  leading  with 
504  produca  primaniy  because  of 
[hose  user  fees." 

"It's  purely  compar.scn  pncmg. 
I  don't  think  the  customer  is  com- 
ing in  and  asking  for  a  504  instead 
0!  a  7(a),"  Burke  said.  "I  think  the 
lenders  are  shanng  that  informa- 
tion with  the  customers,  and  then 
they  go  to  the  504." 


Small-business  owners  flocking  to  SBA  for  loans 
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loans  so  aitraciive  is  thai  they  offer  goad 

caoable  business  people  to  go  into  business 

The  cao  on  7(a)  loans  was  reduced  fror 

The  ausinen  Journal 

raics  for  tne  oorrower  and  less  risk  for  'Jie 

for  -Jiemseives  and  they  need  loans  to  get 

S750.000  to  :500.000  afier  ;ne  agenc;. 

Small  busin=sses  across  the  country,  zspc- 

lender.  The  government  guaraniess  70  to  90 

their  small  companies  going. 

funds  .-an  low  m  early  1995. 

cially  in  .\niona,  uz  :ummg  lo  U^.  Small 

percent  of  the  total  loan  amouni. 

.Anoiher  factor  onvme  SBA  loan  growtn  is 

L:noers  can  continue  to  fmanc:  large 

a^iSmcss  Ailjninisiraiion-eackcd  loans  m 

•Ajjiona's  incrccsinely  beailfiy  economy  is 

mat  more  lenders  arc  lumoing  into  (he  game. 

amounts,  but  loans  are  cuaranirrd  oniv  -o  \h 

fccorO  numocrs. 

[he  bieecsi  factor  dnvin;  lncrea.^ed  use  of 

There  -err  aooiil  38  banks  ana  otncr  Icnocrs 

S500.000  IrmiL  Some  lenders  arc   •^iggy 

■I. cry  year  since   1988.  ihe  .Anzona  SBA 

lhe  loaii:.  :atd  Anzona  S3A  director  Jim 

in  1995.  up  from  32  in  199*  and  25  in  1993. 

backing"  loans  to  rracn  a  higner  i^nount.  r-u 

office  has  seen  iis  numoer  of  loans  inorase 

Guycr.  He  ^aid  anothtr  dnvcr  has  been  ih; 

The  number  of  preferred  lenders  tias 

the  sorrower  then  ends  up  «-iih  *hai  csscn 

i'rom  ihc  previous  year.  Lisi  year  was  no 

introouciion  of  a  program  m  1994  called 

jumoed  as  well.  A  prcicrrcd  lenoer  can 

iiallv  IS  iwo  loam  and  two  onvmcni^. 

cjcsoiion. 

Low  Doc.  wnicti  js  for  loans  of  les.^  ihan 

aoprov-  1  loan  morv  quickly  than  other  SBA 

Cjnifiea  local  develonmeni  corporaiionj 

ror  rhc  SBA's  fiscal  year  ended  3c3i.  30. 

SIOO.OOO.  it  requires  less  paoerwork  and 

lenden  because  i:  has  been  ccnified  bv  the 

whicn  process  SBA  504  loans,  ran  issu. 

"2  loans  were  fundeo  m  Arizona  wiih  a 

enables  lenders  wiihoui  preferred  status  to 

S3A  to  self-aoprovc  the  loan.  A  lender  must 

loans  JO  '0  S750.000.  but  :her;  arc  mr 

loiai  vaiue  of  jl61  ■*  mtlHon.  That  was  up 

speed  up  lhe  jroceis  lo  some  ciienL  .=or 

pass  cenain  S3A  ju'de'incs  lo  ooiain  the 

stnnccni  auaiiucaiions. 

from  -WS  loans  in  !99-i  and  ncariv  a  28  per- 

fiscal   1995.  ■;6  -erccnl  of  :ne  loan  dolbrs 

preferred  status.  Most  of  Arizona  s  large 

The  7(aj  orogram  can  be  used  to  fman. 

ccni  dollar  increase  from  1994's  S  125.6  mil- 

guaranteed  by  the  Phoenix  SBA  office  went 

SBA  icnders  have  ihai  siaius. 

working  capiul.  owner/occupani  commcr 

Uon.  .And  It  vwas  a  huec  jumo  over  :hc  253 

throuEh  the  Low  Doc  program. 

Tne  boom  in  SBA  loans,  however,  has 

cial  real  estate  purchases,  consiruciion  ani 

million  in  ioans  ii  dia  in  1988. 

Cuycr  said  corporate  and  government 

ihreaicned  to  exhaust  the  federal  agency's 

renovations.  ;ouipment.  a  francmse  am 

Pan  of  *hai  makes  ihesc  federally  backed 

downsizing  has  caused  many  educated. 

funds. 

even  stanup  ventures. 

119 


be 

d 

•    T— ( 

Pi 


»  g  3  5£s  : 


J  =      Mg  <-g-| : 


u 

biO 

O 

i— ( 

Oh 

— < 
♦—I 

cd 

O 

•  t—i 

•  ^— I 

u 


£  S  ■ 


CJ      ii  I 


isl!il!^i  ?!^l 


»  E  5  9-2  S  - 


I  2  — "  _  >      i:  =  '^  ; 


«  -§  o  c"—        "     O     5-cwa.o 

iiilt  ■►J  S-''"llllll 


'  <  S  =  3?^:  3  =  J 


=     "o  g  5 ;     I 

i  '.;  M  I  al  o       S  • 


*  =15  ^     -5^. 


:g53;;^SE5| 

; 5  1 1 2  I  ill  2 


<  S£  j=  2  3  3  o  ?  S  3-2    ■  £  a  ^ 


120 


mml?!^.^^^'-'^  LIBRARY 


3  9999  06350  068  8 


^  s 

^ 

^^» 

4 

^ 

it^ 

■c   rc  o 

"iV  S  1   w 

V 

■*  -^r^-J 

™  i  c 

'-•g- 

▼ 

« 

g  E  S  s  g'B 

•! 

v> 

ifll^f 

- 

-<0 

u 

,8 

JU 

«  O  2?  ^  ■"  — 
1  2  -o  E  m  ° 

S   >.  =   o  <u 
3  1  E  ■-  -5 

1 

% 

a    —     TO     =     ° 

?jt 

£  -  -  E  f  2 

r    0!  ■?    m    E 

13 

2 

TO    a>=    o)    E 

JS 

S  J  1  o  o  ^ 

£ 

E  ^  II    O 

■o 

5 

£ 

-1 

isl!l! 

1 

? 

c 

5 

1 

1      «_ 

, 

c 

•  II l^s 

o 

0) 

M 

? 

c 

?  j;  s  i  1  f 

g 

■?         ° 

c 

'    fsl  " 

& 

a 

c 
> 

l?|lll 

i 

< 

1    f 

1 

lis 

1 

s  1 

!  lijJl 

1  s • i -5 

1 

c 

o 

S5?„„f 

< 

ra    w    =    c  = 

z 

w  «  - 

I  a. 

-J 

1- 

^   u   g   ii>   0)    * 
S  -D  S  s  So 

i 

5 

O      C      3      (C      C 

illit 

&; 

pi 

^  i 

o  o 

1   5 jS  s? 

llllll 

1 

1 

£=■3     ^yE-^c'gs 


25  -<  =< 


■         2    S    I    ; 


-~  :=>>=■  °  s,  * 


S„S<'3£<3S 


»o  ^  i  J  u 


0<2 


^     '^^'^^ 


0)    <-;      «  -: 


a3:£S£e.Ea.-: 


<    Q 


O 


23-527    (124) 


ISBN  0-16-054027-5 


780160"540271 


90000 


